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ABSTRACT 
 
This study critically delves the approaches and challenges in developing Islamic 
banking products in the Malaysian Islamic banking industry from the perspective of 
Sharīʿah. Specifically, the study examines the concept of product development and the 
application of Sharīʿah in developing Islamic banking products. The study also deliber-
ates on the adequacy of legal and regulatory framework, which aims to ensure the Is-
lamicity of Islamic banking’s product development. Finally, the study scrutinizes the is-
sues of ḥiyal (legal artifices) in Islamic banking’s product development. In order to inte-
grate the theory and the practice, the study selected three Islamic banks in Malaysia with 
three products of the banks; namely Maybank Islamic Berhad, Bank Kerjasama Rakyat 
Malaysia Berhad and Kuwait Finance House (Malaysia). The products chosen are Islamic 
credit card, Islamic mortgage, and Islamic house financing. The study investigates the 
Sharīʿah contracts applied, Sharīʿah legal rulings, the structure and the contentious issues 
of the products to support the theoretical assumptions discussed in the study. This study 
utilizes two qualitative methods, namely content analysis and case studies, as the meth-
odology. The study demonstrated that the Islamicity of Islamic banking products is based 
on the principles of Sharīʿah, namely to believe in the Oneness of God (tawhid), to con-
form to legal principles (fiqh) and to embrace the Islamic moral and ethical standards 
(akhlaq). These principles are then transformed to the objectives of Islamic economics 
and Islamic moral economy that aim to realize the socio-economic objectives and the 
creation of just and ethical society. Nonetheless, the study found that the current ap-
proach taken by Islamic bankers tend to Islamize or replicate conventional products in 
order to imitate the efficiency and effectiveness of the products, whereas the features of 
ribā (interest/usury) are still saliently existent. This approach only emphasizes on the 
form rather than the substance of contract, where it could not ensure the Islamicity of Is-
lamic banking products. In this respect, the legal and regulatory framework, which aims 
to provide the legitimate expediency and efficiency of the product, is still insufficient to 
support the development of genuine Islamic banking products in parallel with the 
Sharīʿah objectives and Islamic economic principles. Furthermore, the method of ḥiyal 
has been wrongly used to structure Islamic banking products to circumvent the prohibi-
tion of ribā. However, not all ḥiyal are categorized under the prohibited ḥiyal, but there 
are some ḥiyal, which are permited in the Sharīʿah, namely makhārij (jurisprudential ex-
its). The method of makhārij must be judiciously justified in Islamic banking to avoid the 
products developed fall under the category of the prohibited ḥiyal. From the three case 
studies investigated, it was found that Sharīʿah issues, such as the issues of combination 
of contracts, legal, ownership, and riba, are still existent. The results show that the prod-
ucts developed require some improvements in terms of product structures and features in 
order to potray that they are genuinely Islamic and Sharīʿah compliant, which fulfil the 
requirements of the Islamic economics and Sharīʿah objectives. 
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Waʿd bi bayʿ : Unilateral undertaking/promise to sell 
Waʿd bi shira : Unilateral undertaking/promise to purchase 
Waʿd mujarad : Promise without cause 
Waʿdan : Two unilateral undertaking 
Wadīʿah  : Safekeeping 
Wadīʿah yad amanah : Safekeeping with trust (without liability) 
Wadīʿah yad damanah : Safekeeping with guarantee(with liability) 
Wahy : Divine revelation 
Wajib : Obligation 
Wakalah : Agency 
Waqf : Endowment 
Wasa’il : Means 
Wasiyah : Will 
Wasiyah bi al-manfaʿah  : Will to use benefit 
Zawahir al-nusus al-haqiyyah : Explicit definitive texts 
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INTRODUCTION 
1. Background  
 
The growth of the Islamic banking industry has continued to gain momentum with its 
total asset is increasing at a tremendous pace. The world's leading professional services 
organization, Ernst & Young (2013) estimates the global Islamic banking assets are 
USD$ 1.7 trillion in 2013 (USD$1.54 trillion in 2012). In this regard, the Kingdom of 
Saudi Arabia (KSA) dominates 16% of the shares, where Malaysia is in the second 
place with its assets are 8% of the total Islamic banking assets globally. This is fol-
lowed by other Muslim countries, such as the United Arab Emirates (5%), Kuwait 
(4%), Qatar (3%), and Turkey (2%).
1
 
Malaysia has been considered as the most progressive country promoting Islam-
ic banking industry. Malaysia was the first Islamic country in the South East Asia that 
established the first Islamic bank, namely Bank Islam Malaysia Berhad (the BIMB) in 
1983.
2
 To ensure its sustainability, the government awarded a monopoly status to the 
BIMB for 10 years for the bank to improve its operations and business activities. Dur-
ing the first decade of its establishment, the BIMB had made a significant progress in 
terms of profitability and return. From 1984 to1997, it sustained a 21 percent of aver-
age profit, even though it lagged behind the conventional banks, which had an average 
record of 36 percent of profit. However, it still was an impressive achievement for a 
new model of banking.
3
   
In 1993, Bank Negara Malaysia (BNM), i.e.the Central Bank of Malaysia intro-
duced the “Islamic Banking Scheme” (IBS) to speed up the dissemination of Islamic 
banking products to local customers within the shortest possible period. As a result, it 
allowed conventional banks to participate in offering Islamic banking products through 
their existing facilities. There were 24 conventional banks, which responded to the call 
                                                 
1
 Earns and Young, “The World Islamic Banking Competitiveness Report 2013–14,” accessed on 28 De-
cember 2013, http://emergingmarkets.ey.com/wp-content/uploads/downloads/2013/12/World-Islamic-
Banking-Competitiveness-Report-2013-14.pdf 
2
 Nik Norzul Thani. Mohamed Ridza Abdullah and Megat Hizaini Hassan, Law and Practice of Islamic 
Banking and Finance (Singapore: Sweet & Maxwell Asia, 2009), 21; see also Sudin Haron, An Overview 
of Islamic Banking System in Malaysia, Kuala Lumpur Business School, accessed on 10 October 2011, 
http://www.klbs.com.my/Pdf/country%20rpt%20MAL.pdf.  
3
 Abdus Samad and M. Kabir Hassan, “The Performance of Malaysian Islamic Bank during 1984-1997: 
An Exploratory Study,” International Journal of Islamic Financial Services 1, no. 3 (Oct-Dec.1999):1-
14. 
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and provided Islamic banking products through their 1663 branches.
4
 The IBS is re-
quired to set up a division responsible for the Islamic banking operations, such as prod-
uct development, marketing, risk management and credit control. Furthermore, the Is-
lamic banking division also should be led by a Muslim senior manager who possesses 
relevant background in Islamic banking and banking experience.
5
 
After the 1997 financial crisis, the landscape of Islamic banking in Malaysia has 
changed. To speed up the progress of the Islamic banking industry, the government al-
lowed the establishment of the second Islamic bank, Bank Muamalat Malaysia Berhad 
in 1999. Following the Financial Sector Plan that was introduced in 2001, the BNM 
began to close down IBS branches and encouraged the scheme to be transformed to be 
fully Islamic banking entities. This transformation aims to further strengthen the Islam-
ic banking industry towards achieving a 20 percent of total banking market share by 
2010. Newly established Islamic banks must be led by a Chief Executive Officer that 
has a greater autonomy in running their business. This allows Islamic banks to expand 
the business to local and international depositors and investors through direct equity 
participation. By December 2013, 8 IBS banks have been transformed into full Islamic 
banking institutions.  
Furthermore, BNM has taken a next step in 2005, to liberalize the local Islamic 
banking industry market by allowing foreign Islamic banks to operate in Malaysia. The 
foreign banks are expected to offer new products and services to customers and to cre-
ate a healthy competition among the local Islamic banks as driving forces for growth. 
Since 2011, three foreign Islamic banks, Al-Rajhi Banking and Investment Corporation 
(Malaysia) Berhad, Kuwait Finance House (Malaysia) Berhad, and Asian Finance Bank 
Berhad have commenced their operations in Malaysia. In order to monitor and regulate 
the activities and operations of the Islamic banks, three acts have been legislated (see 
figure 1). Currently, 16 full Islamic banks have been established in Malaysia and regu-
lated under the Islamic Financial Services Act 2013 (the IFSA 2013).
6
 Meanwhile, 
there are other Islamic banking institutions, namely Bank Kerjasama Rakyat Malaysia 
                                                 
4
 Norma Md. Saad, Macro Economic Application in South East Asian Countries (Kuala Lumpur: Interna-
tional Islamic University of Malaysia Press, 2004), 52; Amir Sharifuddin, “A Study on Mudarabah in Is-
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159. 
5
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Berhad
7
 and Agrobank Berhad
8
 are regulated under the Development Financial Institu-
tion Act 2002 (thereafter DFI 2002). In addition, conventional banks are also allowed 
to open Islamic banking schemes, which are regulated under the Financial Services Act 
2013 (the FSA 2013) and the IFSA 2013, respectively.
9
 
 
Figure 1: The Structure of Regulation and Supervision of Islamic Banks in Malaysia 
No. Name of the Bank 
1. Affin Islamic Bank Berhad 
2. Al Rajhi Banking and Investment Corporation (Malaysia) Berhad 
3. Alliance Islamic Bank Berhad 
4. AmIslamic Bank Berhad 
5. Asian Finance Bank Berhad 
6. Bank Islam Malaysia Berhad 
7. Bank Muamalat Malaysia Berhad 
8. CIMB Islamic Bank Berhad 
9. Hong Leong Islamic Bank Berhad 
10. HSBC Amanah Malaysia Berhad 
11. Kuwait Finance House (Malaysia) Berhad 
12. Maybank Islamic Berhad 
13. RHB Islamic Bank Berhad 
14. Standard Chartered Saadiq Berhad 
15. Public Islamic Bank Berhad 
16. OCBC Al-Amin Bank Berhad 
 
                                                 
7
 It is also known as Bank Rakyat. 
8
 The bank was formerly known as Bank Pertanian Malaysia Berhad. 
9
 Unfortunately the lists of conventional banks that are permitted to run Islamic banking scheme are not 
provided by the Central Bank.  
Bank Negara 
Malaysia 
Islamic Financial 
Serives Act 2013 
Full Islamic Banks 
Financial Services 
Act 2013 
Islamic Banking 
Scheme under 
conventional banks 
Development 
Financial Institution 
Act 2002 
Islamic Development 
Institutions 
Sharīʿah Advisory 
Council 
Table 1: List of Islamic Banks in Malaysia 
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The government has taken many initiatives to facilitate the development of Ma-
laysian Islamic banking system. This includes the establishment of the Malaysian Is-
lamic Financial Center (MIFC) in 2006. MIFC is as a central hub for Islamic finance 
and engages with various financial institutions and organizations to strengthen the in-
dustry. To increase the human capital and talent in Islamic finance, various tertiary in-
stitutions have offered courses from bachelor to PhD level, as well as professional de-
gree. To strengthen research and development of Islamic financial services, the gov-
ernment established the International Sharīʿah Research Academy (ISRA) in 2008, 
which focuses on the aspect of Sharīʿah research in Islamic finance. 10 
The government also has developed new and various regulations, laws, and 
governance system of Islamic banking in order to support the industry. Among the re-
cent initiative is to amend the Central Bank of Malaysia Act 1959 and it was replaced 
with the Central Bank of Malaysia Act 2009 (thereafter CBMA 2009). The new 
amendment of the act has given more power to the Sharīʿah Advisory Council of Bank 
Negara Malaysia (thereafter SACBNM) to interpret Sharīʿah. Because of the amend-
ment, the civil courts are now required to consult with the SACBNM before deciding 
any matter related to Islamic banking and financial issues and cases. Various guidelines 
and Sharīʿah resolutions have been issued by BNM to strengthen the operations of Is-
lamic banking. 
In this respect, various factors contribute to its growth and advancement, and 
one of the reasons is the innovation of numerous Islamic banking products in the mar-
ket.
11
 It is a state of creating a new financial product, which aims to reduce cost and 
risk as well as to satisfy the client’s needs. New products are the means for a financial 
institution in gaining market share, ensuring the viability and efficiency of firms and 
achieving competitive advantages.
12
 It also contributes to economic growth, since the 
banking and financial sectors provide financing for production and consumption activi-
                                                 
10
 For example, the International Center for Education in Islamic Finance (INCEIF) was established by 
Bank Negara Malaysia in 2006 to train students in various Islamic finance subjects by offering graduate 
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11
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ty. Hence, the only way for financial institutions to gain a sustainable growth and com-
petitive advantage within the rapidly changing financial environment is to engage in an 
endless battle of product innovation and development.
13
 
Financial and banking institutions develop new products to achieve many pur-
poses, such as to transfer risk, provide liquidity in the economy, as well as generate 
revenues from credit and equity. These led to four specific types of banking products; 
namely risk-transferring, liquidity-enhancing, credit-generating and equity-generating 
products. Risk-transferring products refer to new instruments that allow economic 
agents to transfer the price or credit risk in financial claims among banking institutions. 
Meanwhile, liquidity-enhancing innovations refer to the products that can increase the 
marketability, negotiability and transferability of existing financial instruments or rep-
resent new instruments with enhanced liquidity properties. On the other hand, credit-
generating products are the products that can broaden the access of economic agents to 
credit supplies. Finally, equity-generating products refer to the innovations that can ex-
pand the economic agents to equity finance.
14
 
In the same vein, Islamic banking institutions (IBIs) also take the same path to 
develop products that are based on the above classifications. If conventional financial 
institutions employ interest-based as the underlying principle, IBIs have to find an al-
ternative method to develop products are based on the Sharīʿah compliant manners, 
since interest or ribā was prohibited. Product developers in Islamic banks have to think 
creatively in developing a product, which is consistent with the Sharīʿah principles and 
the modern requirements of banking so that the products would be viable in the market.  
 
2. Problem Statement  
 
While the Islamic banking industry is expanding with various products and ser-
vices offered in the market, nonetheless there are many queries have been raised by 
scholars regarding the features and structures of the Islamic banking products. Recent 
studies have shown that Islamic banking products have been criticized due to the prod-
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 Edward Gardner, Barry Howcroft and Jonathan Williams, “The New Retail Banking Revolution,” The 
Service Industries Journal 19, no. 2 (1999): 83-100. 
14
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ucts appear to be mirroring conventional products. El-Gamal (2006) for example as-
serted that the approach taken to replicate conventional products lead to the economic 
inefficiency of the industry due to additional legal and jurist fees.
15
 Some of the schol-
ars argued that product developers in Islamic banks only emphasize the legalistic forms 
to fulfill the contractual requirements rather than the substances of the contracts. Salem 
(2006), for example observed that Islamic banks do not practice what they preach, 
where they all charge interest, but disguised it in an Islamic concept. The banks engage 
in deceptive and dishonest banking practices.
16
 Holden (2007) labelled Islamic banking 
as a legal hypocrisy’s institution, where many modern techniques of Islamic banking 
are not strictly Sharīʿah compliant and are actually very similar to conventional bank-
ing.
17
  
Despite the initiatives taken by the Malaysian government to strengthen legal 
and regulatory framework, it has been observed that there are still many challenges in 
implementing Islamic banking industry. Halim (2011), for example argues that among 
the challenges are the incompatibility of national law to the Sharīʿah law, differences of 
legal jurisdiction of court in adjudicating Islamic banking cases and less exposure and 
knowledge of civil court’s judges to the Sharīʿah law.18 Futhermore, there are many 
cases have been brought to the court in order to challenge the legality of Islamic bank-
ing product to the Sharīʿah principles.19 
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 Muḥammad A. El-Gamal, Islamic Finance: Law, Economics and Practice (Cambridge: Cambridge 
University Press, 2006), 25. 
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The employment of ḥiyal (legal artifices) for product development has further 
increased the criticism over Islamic banks.
20
 The method has been used, as a device to 
modify the conventional banking products and it has turned out to be the prototype for 
developing Islamic banking products.
21
 The legality of ḥiyal has been disputed by Mus-
lim jurists over its permissibility in the Sharīʿah, where some of Islamic jurisprudential 
schools have allowed, others are not.
22
 The demarcation of opinions vis-à-vis the appli-
cation of ḥiyal has complicated the process of product development. Besides, it has 
been contended that the method will also endanger the objectives of Sharīʿah of Islamic 
banking. Furthermore, ḥiyal contribute to a bad perception among the public that the Is-
lamic banks are merely imitating conventional products in the market to produce Islam-
ic banking products.
23
 From the foregoing, it is observed that the above problems re-
quire an analytical study to examine the root issues and challenges in developing Islam-
ic banking products and to recommend some proposal to improve the problems.  
 
3. Research Question 
 
From the foregoing problem statement, several questions can be asked in this 
regard. Firstly, what is the concept of product development from Islamic banking per-
                                                 
20
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the Sharīʿah law. It is the use of legal methods for extra-legal ends, legal, or illegal, to be achieved direct-
ly with the means provided by the Sharīʿah. See Joseph Schacht, “hiyal,” in the Encyclopaedia of Islam, 
edited by B.Lewis, V. L. Menage, CH. Pellat and and J. Schacht (Leiden: Brill, 1986), vol. III, 510-513; 
Joseph Schacht, An Introduction to Islamic Law (Oxford: Oxford University Press, 1983), 78-79; Mohd. 
Daud Bakar and Engku Rabiah Adawiah Engku Ali, Essential Reading in Islamic Finance (Kuala Lum-
pur: CERT, 2008), 113-130, 133-165. 
21
 See for example Munawar Iqbal and Philip Molyneux, Thirty Years of Islamic Banking: History, Per-
formance, and Prospects (UK: Palgrave Macmillan, 2005), 24; Imran Ahsan Khan Nyazee, The Concept 
of Riba and Islamic Banking (Islamabad: Niazi Publishing House, 2000), 88-95. 
22
 The Ḥanafī and Shāfiʿī’s legal schools of thought generally accept the mechanism applied in Islamic 
law, the Mālikī and Hanbali’s school of thought reject them. For further information, see chapter 4. 
23
 Contemporary scholars also criticized the use of legal artifices in Islamic finance and banking. See 
Parvez Ahmed, “The Current Economic Crisis - Is Islamic Finance a Solution?” accessed on 26 Decem-
ber 2013, http://www.huffingtonpost.com/parvez-ahmed/the-current-economic-cris_b_516965.html; 
Muḥammad Nejatullah Siddiqi, “Islamic Banking and Finance in Theory and Practice: A Survey of State 
of the Art.” Islamic Economic Studies 13, no. 2 (2006): 1-48; Volker Nienhaus, “Capacity Building in 
the Financial Sector: Strategies for Strengthening Financial Institutions,” 1-26 (paper presented at An In-
augural Islamic Financial Stability Forum, Khartoum, Sudan - 6 April 2010); Simon Archer and Rifaat 
Ahmed Abdel Karim, “Accounting Standards for Islamic Financial Services,” Handbook of Islamic 
Banking, edited by M. Kabir Hasan and Mervyn K. Lewis (Cheltenham, UK; Northampton, MA, USA: 
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spective? The inquiry is made to identify the principles that underlie the process of 
product development. Another question is to which extent the legal and regulatory 
framework can support the process of product development in the Malaysian Islamic 
banking. The process of product development of Islamic banking involves very com-
plex legal structures, which must take into consideration of the Sharīʿah requirements, 
the national laws, and the changes that happened in the legal infrastructure of Islamic 
banking industry. Finally, whar is the role of ḥiyal in developing Islamic banking prod-
uct, and to which extent the concept is allowed in the Sharīʿah. 
 
4. Objective  
 
The objectives of the study are as follows: 
(i) To examine the concept of product development and Sharīʿah application in Is-
lamic banking, 
(ii) To scrutinize the legal and regulatory constrains in structuring Islamic banking 
products from Sharīʿah perspective in the Malaysian context, 
(iii) To assess the juristic problems of ḥiyal in product development, and  
(iv) To analyze some products from selected Islamic banks in Malaysia to illustrate 
the approaches and issues in developing Islamic banking products. 
 
5. Methodology  
 
This study is predominantly based on the qualitative approach. The approach is 
deliberately selected because the method is able to exploring the phenomenon of prod-
uct development of Islamic banking from its rich environment and context. This was 
explained by Denzin and Lincoln (2000) that qualitative study is a unique approach to 
study a phenomenon in its natural setting, to make it sensible and to interpret the phe-
nomenon in terms of the meanings from the people that bring it. It engages the use of a 
variety of empirical materials and sources, such as case studies, personal experiences, 
thoughts, life stories, interviews, and observational, historical, interactional, and visual 
texts that describe routine, problematic moments and meanings in individuals’ or socie-
ties lives. The researchers that use qualitative approach will organize a wide range of 
loose methods, hoping always to get a better understanding on the subject matter at 
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hand.
24
 In order to acquire the information, numerous methods have been used includ-
ing but are not limited to, interviews, group discussions, observation and field notes, 
documents, texts, and pictures.  
In order to study the concept of Sharīʿah and product development, this study 
prefers to employ content or textual analysis written about the topics. As explain by 
Denzin and Lincoln (2000), content analysis is able to describe the substance, princi-
ples, standards, structure, and functions of messages, ideas, implications and lessons 
contained in texts, which have been used by social scientists.
25
 Hence, this study will 
extract the principles, standards and framework of Sharīʿah and product development 
discussed in the texts. Among the texts that will be examined are academic articles pub-
lished in peer-reviewed and established journals, theses, legal documents of Islamic fi-
nancing, Sharīʿah resolutions and standards as well as classical and contemporary texts 
of Sharīʿah.  
Meanwhile, to examine the legal and regulatory challenges in developing Islam-
ic banking products, the study relies on the acts and statutes, legal documents, cases, 
legal books, and academic papers related to Islamic banking. In Malaysia, the banking 
industry is highly regulated; hence, any Sharīʿah resolutions, guidelines and circulars 
issued by the BNM are binding to the industry. Each procedure and process for the in-
troduction of a new product must be followed and presented to the BNM. Therefore, 
the study fully utilizes these sources, which are available in the form of official publica-
tions issued by the BNM, either in the form of hardcopy or softcopy available in its of-
ficial website. Furthermore, the study also relies on “Sharīʿah Resolutions of Islamic 
Finance” issued by the SACBNM that comprises of a collection of fatwā in order to ex-
amine the Sharīʿah decisions related to Islamic banking. In addition, other standards 
and guidelines issued by international Islamic standard settings, such as the Accounting 
and Auditing Organization of Islamic Financial Institution (the AAOIFI) based in Bah-
rain and the Islamic Financial Services Board (the IFSB) based in Kuala Lumpur are 
also references for the study. These guidelines serve as a comparative benchmark be-
                                                 
24
 N. K. Denzin, and Y. S. Lincoln, “Introduction: Entering the Field of Qualitative Research,” in Hand-
book of Qualitative Research, edited by N. K. Denzin N K and Y. S. Lincoln (London: Sage, 1994), 1-
17; N. K. Denzin, and Y. S. Lincoln, “Introduction: The Discipline and Practice of Qualitative Re-
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tween Malaysian and global standards, where the Malaysian regulatory authority also 
adopted some of these standards. 
To study the notion of ḥiyal, this study largely refers to various classical and 
contemporary scholarly works related to ḥiyal. The primary references for ḥiyal are 
mainly based on the Qur’ān and the Prophetic traditions, which have been extracted 
and presented into specific themes and rulings by medieval and contemporary Muslim 
jurists. The sources can be found in various classical and contemporary Islamic law’s 
books and journals. These books and journals are examined in order to ascertain the po-
sition and applicability of ḥiyal in Sharīʿah. Furthermore, the study also is restricted to 
examining the position of ḥiyal within the four Sunni traditions, namely the Ḥanafīs, 
Mālikīs, Shāfiʿīs and Ḥanbalīs, whereas the Shiʿīs positions of ḥiyal are excluded from 
the analysis, since Shiʿīs views are not accepted in Malaysia and not in line with the 
Sunni traditions. In addition, the position of Malaysian Sharīʿah scholars on ḥiyal is al-
so discussed. 
As the propositions of product development in Islamic banking has been estab-
lished, the study will examine the real cases of Islamic banking products in order to in-
tergrate the theory and practice. This study employs multiple case studies, as a strategy 
rather than a single case study. This method is preferred because it allows for a detailed 
explanation of each case and the drawing of substantial conclusion while avoiding a 
superficial cross-case comparison either design, approach or style of the product. In 
comparison, a single case study may not be representative of the population from which 
they are drawn, particularly, when a range of behaviors, or profiles, experience, out-
comes or situations is desirable.
26
  
In this regard, the study choses three Islamic banks, namely Maybank Islamic 
Berhad, Bank Rakyat Malaysia Berhad and Kuwait Finance House (Malaysia) Berhad, 
which may represent different category of Islamic banks in Malaysia. The first Islamic 
bank, Maybank Islamic Berhad is regarded as the largest Islamic bank in Malaysia and 
it is a subsidiary of the largest conventional bank in Malaysia; Maybank group. This 
bank practices dual banking system; conventional and Islamic banking. The bank is un-
der the legal jurisdiction of Islamic Financial Services Act 2013. Meanwhile, Bank 
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Rakyat Malaysia is selected because it is a full Islamic bank, where its establishment is 
aimed to assist the cooperative institutions in Malaysia. The bank is established under 
the concept of mutual system among the cooperative institutions in Malaysia. This bank 
is under the jurisdiction of the Development Financial Institutions Act 2002. The third 
bank, Kuwait Finance House is an Islamic foreign bank that was given a license by 
BNM to operate in Malaysia. It is hoped, that the admission of the bank will bring its 
vast experience from the Middle East into the local Islamic banking industry to create a 
competitive environment between the local Islamic banks. The variety of the banks and 
products selected may provide various ideas and insights about how the Malaysian Is-
lamic banks develop their products. 
These three banks offer many Islamic banking products; hence, it is necessary 
for this study to select specific products, which are able to add new input, and to assist 
with providing a wealth of information to facilitate and answer the research questions 
of this study. In this respect, the three products chosen are Islamic credit card facility, 
Islamic mortgage, and Islamic house financing under the concept of forward lease 
(ijārah mawsufah fi dhimmah). These products were selected for several reasons.  
The Islamic credit card is selected because it is considered a relatively new 
product in Malaysian Islamic banks, although it has long been offered by the conven-
tional banks. Islamic banks are considered to be lagging behind because of the difficul-
ties they faced in finding a structure that was Sharīʿah compliant while at the same time 
it satisfies the banking and customers’ requirements. As such, many Islamic banks 
postponed offering the product until they can find a viable structure that is consistent 
with the Sharīʿah principles. However, some Islamic banks have offered the product, in 
order to reap the advantage of being the first mover in the market. Nevertheless, they 
also could not resolve Sharīʿah issues that haunted the concept, structure, and approach 
of the product.  
The second product is chosen because rahn has been regarded, as a solution to 
finance working capital for small and medium enterprise (SME) and personal financ-
ing. The first impression is that Islamic banks have resolved the Sharīʿah issues in-
volved. However, their Sharīʿah structure has been consistently criticized by some 
scholars. Hence, it is required to examine the concept and Sharīʿah issues involved.  
The third product is selected because Islamic house financing under forward 
lease is considered a new structure proposed as an alternative house-financing scheme 
in Malaysia. Since it is a new product, which is not established in the market yet, not 
12 
 
many Islamic banks attempted to introduce the structure as an alternative to other prod-
ucts of house financing like BBA or murābaḥah. Therefore, it is worth to examine the 
concept and issues related to the product.  
 
6. Rationale 
 
It is observed that the existing scholarly works regarding product development 
in Islamic banking are still limited and the existing literature only provide a narrow 
perspective, which only focuses on the processes of product development, without ana-
lyzing the contextual circumstances of Islamic banks. Hence, it is important for this 
study to address this gap by examining the crucial issues of the concept and approach, 
the legal and regulatory constraints and legal artifices in developing Islamic banking 
products. At the end, this study will attempt to explain the justification and reason, why 
Islamic bankers adopt such approach in the bank.  
Furthermore, by investigating the Malaysian Islamic banking products, the 
study is expected to provide rich information about the present state of the approaches 
and processes undertaken in developing Islamic banking products. In addition, the Is-
lamic banking industry in Malaysia also includes the range of fully-fledged Islamic 
banks as well as conventional banks offering an Islamic banking window. The competi-
tive environment created by this dual banking system is argued to have resulted in the 
availability of a wide range of sophisticated products from banks offering Islamic bank-
ing operations.  
This study does not examine a specific contract, such as murābaḥah, 
muḍārabah, or musharakah, as a tool for product development, because such an exam-
ination would restrict the focus of product development to one type of contract and ap-
proach. Instead, this study intends to emphasize a general proposition of the theoretical 
ideas and their practical application of product development in Islamic banks. This ap-
proach is purposely selected to give a general idea on what are the approaches, designs, 
and structures adopted by Malaysian Islamic banks to develop their products. Since Is-
lamic banking products have been labelled with the mimicking of conventional prod-
ucts, therefore it is important to discern why such approach is adopted and what the 
mechanism is used to mimic it. 
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7. Research Gaps 
 
 Most studies of product development identified were started from conventional 
perspective, in both manufacturing and services industries, which emphasized on key 
determinants or antecedents that contributed to the success of product development.
27
 
The focus is more on what steps that firms must execute and models that can support 
the development process.
28
 Meanwhile, other studies focus on determinants that sepa-
rate winners from losers of product innovation such as a clear product definition,
29
 a 
differentiated product with unique customer benefits,
30
 and sufficient market 
knowledge.
31
 Additionally, important organizational issues such as working with and 
listening to lead users,
32
 the involvement and cooperation of multiple functions during 
the development process,
33
 the use of flexible organizational structures and cross-
functional teams,
34
 communication processes,
35
 the overall execution of the project,
36
 
                                                 
27
 Vermeulen and Raab (2007) have conducted an extensive literature review on studies of product de-
velopment in banking and insurance companies. Hence, this study has benefited of the useful information 
about the past studies related to innovation and product development provided by the authors. See Pat-
rick Vermeulen and Jorg Raab, Innovations and Institutions: An Institutional Perspective on the Innova-
tive Efforts of Banks and Insurance Companies (Abingdon: Routledge, 2007). 
28
 R.G. Cooper and E.J. Kleinschmidt, “New Products: What Separates Winners from Losers?” Journal 
of Product Innovation Management 4, no. 2 (1987): 169–184; R.G. Cooper, “From Experience. The In-
visible Success Factors in Product Innovation,” Journal of Product Innovation Management 16 (1999): 
115–133; R.G. Cooper, S. Edgett and E. Kleinschmidt, “Optimizing the Stage-Gate Process: What Best-
Practice Companies Do,” Research Technology Management 45, no. 5 (2002): 21–27. 
29
 R.G. Cooper “New Product Strategies: What Distinguishes the Top Performers? “Journal of Product 
Innovation Management 2 (1984): 151–164; Cooper R.G. and U. De Brentani, “New Industrial Financial 
Services: What Distinguishes the Winners”, Journal of Product Innovation Management 8, no. 2 (1991): 
75–90.  
30
 U. De Brentani, “Success and Failure in New Industrial Services,” Journal of Product Innovation 
Management 6, no. 3 (1991): 239–258; U. De Brentani, “Success Factors in Developing New Business 
Services,” European Journal of Marketing 25, no. 2 (1991): 33–59; R.G. Cooper, C.J. Easingwood, S. 
Edgett, E.J. Kleinschmidt and C. Storey, “‘What Distinguishes the Top Performing New Products in Fi-
nancial Services,” Journal of Product Innovation Management 11, no. 4 (1994): 281–299. 
31
 D. Thwaites, “Organisational Influences on the New Product Development Process in Financial Ser-
vices,” Journal of Product Innovation Management 9, no. 4 (1992): 303–313; U. De Brentani, “Innova-
tive Versus Incremental New Business Services: Different Keys for Achieving Success,” Journal of 
Product Innovation Management 18, no. 3 (2001): 169–187. 
32
 E. Von Hippel, The Sources of Innovation (Oxford University Press: New York, 1988); D. Leonard 
Wellsprings of Knowledge. Building and Sustaining the Sources of Innovation (Boston: Harvard Business 
School Press, 1998). 
33
 R.K. Moenaert and W.E. Souder, “an Information Transfer Model for Integrating Marketing and R&D 
Personnel in New Product Development Projects,” Journal of Product Innovation Management, 9(1) 
(1990): 91–107; A. Griffin and J.R. Hauser, A. Griffin and J.R. Hauser, “Integrating R&D and Market-
ing: A Review and Analysis of the Literature,” Journal of Product Innovation Management 13, no. 3 
(1996): 191–215;; G.J. Avlonitis, P.G. Papastahopoulou and S.P. Gounaris “An Empirically based Ty-
pology of Product Innovativeness for New Financial Services: Success and Failure Scenarios,” Journal 
of Product Innovation Management 18, no. 5 (2001): 324–342. 
34
 W.E. Souder, Managing New Product Innovations (New York: Lexington Books, 1987). 
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and a close fit between the firms’ strategy and resources37 have also been cited as con-
tributing to the success of product development. Unfortunately, these studies of product 
development did not analyze or examine any single institution that is related to IBIs. 
The examination of IBIs will probably give a different insight on how they develop the 
products and services. 
 Meanwhile, early studies from an Islamic banking perspective focused more on 
establishing the institutions and providing basic products, such as saving, current and 
investment accounts for the customer. Siddiqi (1983) for example states that the focus 
at this phase was only the need to eliminate ribā by replacing it with profit-sharing 
muḍārabah of both sides in balance sheet; assets and liabilities. He asserts that the ideal 
product was to replace interest-based with profit-loss sharing contract.
38
 However, his 
idea still remains a conceptual thought rather than an applied practical approach adopt-
ed by Islamic banks. The concept becomes less popular due to many problems encoun-
tered, such as moral hazard and asymmetric information.
39
  
 The practitioners gradually avoided profit-loss sharing’s concept in Islamic 
banking operations and they started to find other alternative underlying principles that 
were feasible and efficient, as conventional banking. In this respect, Hamoud (1985) in-
troduced murābaḥah as the alternative mode of financing to Islamic banks.40 The idea 
to employ murābaḥah as an alternative to Islamic banking products was actually de-
rived from his PhD dissertation. After graduation, he then worked with the Jordan Is-
lamic Bank and introduced the concept to the bank. In addition, the Kuwait Finance 
House also adopted his idea. The essence of the concept was then applied by Dr. Abdul 
Halim Ismail (1990), the first manager of Bank Islam Malaysia Berhad (BIMB). Islam-
________________________ 
35
 A. Lievens and R.K. Moenaert, “Project Team Communication in Financial Service Innovation,” 
Journal of Management Studies 37, no. 5 (2000): 733–766. 
36
 X.M. Song and M.M. Montoya-Weiss “Critical Development Activities for Really New versus Incre-
mental Products,” Journal of Product Innovation Management 13, no. 2 (1998): 124–135; J. Tidd and K. 
Bodley, “The influence of Project Novelty on the New Product Development Process,” R&D Manage-
ment 32 (2002): 127–138. 
37
 U. De Brentani “Innovative Versus Incremental New Business Services: Different Keys for Achieving 
Success,” Journal of Product Innovation Management 18, no. 3 (2001): 169–187. 
38
 Muḥammad Nejatullah Siddiqi, Banking Without Interest (Leicester: The Islamic Foundation, 1983); 
Mohammad Nejatullah Siddiqi, “Islamic Banking and Finance in Theory and Practice a Survey of State 
of the Art,” Islamic Economic Studies 13, no. 2 (February 2006):1-48; Mohammad Hamidulah, Introduc-
tion to Islam (Kuwait: IIFSO, 1970), 49. 
39
 Mohammad Nejatullah Siddiqi, Issues in Islamic Banking; Selected Papers (Leicester: The Islamic 
Foundation, 1983), 77-122. 
40
 Sami Hamoud, Islamic Banking: the Adaptation of Banking Practice to Conform with Islamic Law 
(London: Graham and Trotman Ltd. 1985). 
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ic banks in Malaysia are not known to be profit-loss sharing based, instead they are 
more inclined towards trade-based modes of finance, in which murābaḥah becomes the 
applied contract since the establishment of the first bank in Malaysia. Consequently, 
murābaḥah has conquered the method of product development of Islamic banking, alt-
hough it was neglected previously in the early phase.
41
  
Notwithstanding, many other studies have been undertaken by scholars interest-
ed to investigate the phenomenon of Islamic banking, either Westerners or Muslim 
scholars. Ray (1995) for example discusses the modes of finance in Arab Islamic bank-
ing which covered various Sharīʿah contracts in detail.42 Nevertheless, his study fo-
cused on murābaḥah type of contracts but not on the concept of product development 
per se. Vogel and Samuel (1998) have included a comprehensive chapter that addressed 
the subject of innovation in Islamic financial services. This chapter attempted to ex-
plain and clarify the concept and the theoretical framework of innovation in IBIs. Both 
authors have introduced many techniques and methods, such as parallel forward sale 
(salam mawazi) and parallel commission sale (istisna’ mawazi) although they are con-
sidered new to the Islamic banking. The chapter becomes a comprehensive like text-
book that provides guidelines on Islamic finance in English language.
43
 Nonetheless, 
although, the above studies can be regarded as the earliest studies which focused on 
product development in Islamic banking, however they have neglected many essential 
features in developing Islamic banking, such as risk management, and Sharīʿah govern-
ance system. These factors are important and may affect the approaches taken in devel-
oping Islamic banking products.
44
 
Due to the importance of product development in Islamic banking, the later 
studies undertaken are more specific, rigorous and critical. Gainor (2000), for example, 
echoes that in order to make the product successful, the process of product develop-
ment must involve Sharīʿah scholars, Islamic financial advisors, asset managers, custo-
dians and registrars of administrative services, lawyers, directors, distributor/selling 
                                                 
41
 Abdul Halim Ismail, “Sources and Uses of Funds: A Case Study of Bank Islam Malaysia Berhad,” in 
Developing a System of Financial Instruments (Jeddah: Islamic Research and Training Institute, 1990), 
193-205. 
42
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Totham, 1995), 37-80.  
43
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44
 Zamir Iqbal, “Financial Engineering in Islamic Finance,” Thunderbird International Business Review 
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agents/marketing groups, customers and project coordinators to ensure that the product 
is Sharīʿah compliant.45 However, his article lacks scientific methods, which did not 
propose any significant recommendations for product development in Islamic banking. 
Thomas, Cox and Kraty (2005) have compiled various articles, from different authors, 
mostly industry representatives. They attempted to provide the conceptual background 
and important issues in the product development, such as Islamic financial instruments, 
risk management, liquidity management, securitization and regulatory challenges in 
providing Islamic financial products.
46
 Unfortunately, the book did not make any criti-
cal examination of the approaches practiced by Islamic banks and Sharīʿah issues faced 
by Islamic banks in developing product. 
Recent studies on product development turn out to be more serious and ad-
vance, especially concerning the tools of product development. Iqbal (1999) proposes 
two approaches of product development that can be employed by IBIs namely “reverse 
financial engineering and financial innovation”. Arbouna (2007), for example, recom-
mends that the combination of contracts may become a tool for developing new product 
in Islamic banking and finance.
47
 However, the article only focuses on combination of 
contracts, without giving overview on the concept of product development in Islamic 
banking. Meanwhile al-Suwailem (2007) argued that in order to develop a sustainable 
product, there are four principles must be followed, namely, balance, integration, ac-
ceptability and consistency. Following these principles, three strategies can be imple-
mented: imitation, mutation and satisfaction. His study only relates to the principles 
and theoretical approaches, but it does not address the practical matters of how to apply 
the principles practically in developing Islamic banking products.
48
 Islamic Research 
and Training Institutions (IRTI) (2008) also published a comprehensive book concern-
ing the financial products and instruments in the Islamic legal tradition, which may be-
come a guideline for product developer. However, the shortcoming of the work is that 
it is only concerned with the classical contracts but neglected the contemporary re-
                                                 
45
 Thomas Gainor, “A Practical Approach to Product Development,” 1-13 (paper presented at the Fourth 
Harvard University Forum on Islamic Finance: Islamic Finance: The Task Ahead Cambridge, Massachu-
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(United Kindom: Euromoney, 2005). 
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Development in Islamic Banking and Finance,” Thunderbird International Business Review 49, no. 3 
(May–June 2007), 341–369. 
48
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17 
 
quirements of product development.
49
 Ahmed (2011) examined the phenomenon of 
product development in Islamic banking. In brief, his study focuses more on the fea-
tures of financial products, phases of the product development cycle, strengths and 
weaknesses of product development system in Islamic banks and provides some sug-
gestion for the future direction of the Islamic financial industry.
50
 However, his study 
did not elaborate on the legal and regulatory challenges as well as the notion of ḥiyal 
that influence the concept and design of product development in Islamic banking. 
Islamic banking’s product development also highly focuses on the aspect of le-
gality from the perspective of classical Sharīʿah scholars. This gives a little space for a 
new interpretation of the law. According to El-Gamal (2006), the concept of Sharīʿah 
arbitrage was used by Sharīʿah advisors to forbid some transactions, and then permit 
them in slightly modified forms, with unaltered substance.
51
 In other words, it involves 
the process of modifying interest-bearing debt, collecting interest in the form of rent or 
price mark-up.
52
 Furthermore, he claimed that financial regulators and law enforcement 
officials in the Islamic world lag significantly behind their Western counterpart in so-
phistication and understanding of structured finance. This will expose the banks to 
money laundering and criminal financiers, which are higher in Islamic finance than 
elsewhere. This is because such criminal financiers always seek the opportunity 
through the weakest link in regulation and law enforcement to make Sharīʿah arbitrage. 
Another consequence of this event is that this wrongdoing has tarnished the good image 
of Islamic finance.
53
 However, the study failed to explore the concept of hiyal from 
various perspectives of fiqh school. 
Product development of Islamic banking also faces legal and regulatory chal-
lenges. According to Mohd Yassin (2001), Islamic Banking Act enacted on 1983 in 
regulating Islamic banking operations was lagging behind despite the rapid develop-
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ment that has taken place in the Islamic banking industry.
54
 Unfortunately, since the ar-
ticle was published, there are various advances and progresses happened in the indus-
try, which are not addressed in her article. Furthermore, Engku Ali (2008) examined 
the legal problems faced by Islamic financial institutions in Malaysia including legal 
documentations of Islamic financial transactions are not reflected to the Sharīʿah re-
quirements, the court applying different principles of law, the judges and lawyers were 
not trained in Sharīʿah, the refusal of the court to apply Sharīʿah, and a tendency of the 
court comparing Islamic financial transactions with conventional riba-based transac-
tions.
55
 In addition, Ab. Halim, (2011) observed that the current legal system is still in 
the same pace, where no improvement has been made in the system.
56
 However, both 
studies did not analyze the current developments in Islamic banking law, where the 
government has legislated two new acts; the Islamic Financial Services 2013 (thereafter 
IFSA 2013) and the CBMA 2009, and the on-going discussion about the extent to 
which the laws can support the development of Islamic banking products which still 
remain unanswered. In terms of the regulatory framework, Hasan (2011) has conducted 
a study on Sharīʿah governance system and found many inadequacies of the system in 
Malaysia. However, his study so far did not attempt to relate the impact of the findings 
to the process of product development in Islamic banking.
57
 
The concept of ḥiyal and makharij (jurisprudential exits) has been discussed by 
many scholars. Rosman (2008) for example examined both concepts from the perspec-
tive of fiqh, where various opinions from the classical and contemporary scholars have 
been adopted.
58
 However, the shortcoming of the study is it did not attempt to examine 
ḥiyal and legal and regulatory issues from the perspective of product development. 
 From the foregoing discussion, it is observed that the study of product devel-
opment in Islamic banking has been given little attention despite its rapid growth since 
four decades ago. There are few research gaps left by the previous researches, which 
only focus on one theme and neglect the other themes. For example, Ahmed (2011) on-
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ly emphasizes the process of product and he did not deeply analyze the impact of ḥiyal 
in product development. In contrast to Rosman (2008) only studied the aspect of ḥiyal 
but ignored the process of product development in Islamic banking. Therefore, this 
study attempts to consolidate the research gaps left by both authors.  
 Although some of the previous studies have extensively examined the concep-
tual framework of product development, none of the studies attempted to relate it to the 
context of Malaysian Islamic banking practices. In other words, previous studies only 
attempted to provide a general overview of product development’s approaches taken in 
Islamic banks, without specifically studying a specific context of a country, which has 
different situation and perspective in developing its Islamic banking industry. For ex-
ample, El-Gamal (2006) focused on the practice of Islamic finance in US, where it has 
different legislation, which is incompatible with the Sharīʿah principles. Although Ah-
med (2011) undertook samples from four Islamic banks in Malaysia, however, he did 
not justify why these Islamic banks were selected and his study attempted to generalize 
the approaches taken by most Islamic banks and his study neglected the context of the 
Islamic banks, which is different from one country to another country. This study ar-
gues that such method is not appropriate because each case study has rich and contex-
tualized situation, which must be taken into consideration, the legal framework regulat-
ed the Islamic banks and the local Muslim jurists’ opinions on Islamic commercial 
laws.  
 By taking Malaysian Islamic banks, as a focus, this study will argue that the ap-
proaches taken in developing Islamic banking products by this country are unique, ro-
bust and different from other countries that offer Islamic banking products. In order to 
clarify the focus of the uniqueness, robustness, and differences in the approach, this 
study focuses on three aspects. Firstly, the study delves deeply to examine the theoreti-
cal approach of product development in Islamic banking. Secondly, since previous 
studies also paid little attention to legal and regulatory challenges, especially with re-
gard to the IFSA 2013, which was enacted recently by the BNM to monitor the indus-
try, this study will thoroughly investigate the impact of the law to the process of Islam-
ic banking’s product development. Finally, this study will provide extensive outlook on 
the issues of ḥiyal, the understanding of Muslim jurists generally and Sharīʿah scholars 
in Malaysia particularly. By examining these elements, the study will attempt to de-
scribe the nature of product development’s approaches undertaken by the Malaysian Is-
lamic banks. 
20 
 
8. Outline  
 
Chapter 1 introduces the criteria of the Islamicity of Islamic banking products. It 
attempts to clarify the concept of Sharīʿah in Islamic banking, the prohibition of ribā 
and gharar, as well as the concept of Islamic economics and economic morality that be-
comes the underpinning precepts of Islamic banking. Furthermore, it will explain the 
theoretical models that are currently discussed in academic discourses. Finally, the 
chapter discusses the overview of types of Sharīʿah contracts and Islamic banking prod-
ucts.  
Chapter 2 examines the proposition of product development from the conven-
tional and Sharīʿah perspectives. It also will discuss the general precepts governing the 
product development as well as the Sharīʿah framework for legalizing Islamic banking 
products. Furthermore, some approaches taken by Islamic banks to structure product al-
so will be elaborated and finally, this is followed by a discussion of the process of 
Sharīʿah approval.  
Chapter 3 discusses the legal and regulatory challenges faced by Islamic banking 
institutions in developing Islamic banking products. This chapter will present an over-
view of the Malaysian legal framework and laws associated with Islamic banking. Few 
issues regarding the legal system will be discussed to shed some light on the issues of 
legal framework in governing Islamic banking operations. As part of the regulatory 
framework, the role of Sharīʿah Advisory Council, which is part of the Sharīʿah govern-
ance system, will be explained. This chapter will also bring in some issues regarding the 
Sharīʿah governance system as implemented in Malaysia. The problem of legal jurisdic-
tion to adjudicate the cases of Islamic banking will also be elaborated. Besides, two le-
gal risks, Sharīʿah and legal risk will also be discussed as they are important in the legal 
and regulatory framework. As these risks are derived mostly from the process of legal 
documentation, this chapter allocates a detailed discussion on how to draft a good legal 
document that complies with both Sharīʿah and national law of Malaysia. 
Chapter 4 analyzes the issues of ḥiyal in Sharīʿah and Islamic banking. This 
chapter will expound the proposition of ḥiyal among Muslim jurists and their arguments 
on the position of ḥiyal in Sharīʿah. Detailed discussion will focus on the aspect of defi-
nition of ḥiyal. The discussion also highlights whether ḥiyal can be regarded, as a meth-
od to circumvent Sharīʿah prohibitions or a method of jurisprudential exits. As intention 
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is a very important component that determines the position of ḥiyal; moral or immoral, 
the aspect will also be explained in a great detail. This is followed with a discussion on 
how to locate ḥiyal in Islamic commercial transactions. The parameter of ḥiyal will be 
presented, as part of discussion in order to regulate the use of the method in Sharīʿah 
and Islamic banking. Finally, the chapter explains two contracts, which have been 
linked to ḥiyal, namely bayʿ al-ʿīnah (double sale/sale and repurchase) and tawarrūq 
(tripartite sale). 
Chapter 5 scrutinizes some products developed in Malaysian Islamic banks. This 
is the last chapter that will show how Islamic banks in Malaysia develop their products. 
Three Islamic banks, namely Maybank Islamic, Bank Rakyat and Kuwait Finance 
House with three products - Islamic credit card, Islamic mortgage and Islamic house fi-
nancing – have been chosen as case studies. A thorough analysis is made on the struc-
ture employed. This chapter aims to address how Islamic banks in Malaysia structure 
their products and the discussions include the modus operandi, Sharīʿah rulings of the 
contracts and contentious issues about the products.  
Finally, chapter 6 concludes the research and provides some recommendations 
to improve the product development in Malaysian Islamic banking. It also provides con-
tributions, limitations, and avenues for future research.  
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CHAPTER 1: ISLAMICITY OF ISLAMIC BANKING PRODUCTS 
1.1. Introduction 
“Although it is often claimed that there is more to Islamic banking, such 
as contributions towards a more equitable distribution of income and 
wealth, and increased equity participation in the economy” (Umer Chap-
ra, 1982)
59
 
 
    Islamic banking is not only about an interest-free banking that offers the basic 
banking needs to customers, but it is also an institution that attempts to distribute an 
equitable distribution of income and wealth and to encourage the economic participa-
tion in the economy among society.
60
 Since, the goal of Islamic banks is beyond than 
that; hence it is very important to delve deeply on what kind of economic, legal and 
Sharīʿah principles underlie the establishment of the bank and the process of product 
development adopted by Islamic banks. Therefore, this chapter aims to explore thor-
oughly the concept and determinants of “Islamicity” of Islamic banking products.61 In 
this respect, this study will discuss two important parameters that determine the Is-
lamicity of the products, namely Sharīʿah and Islamic economic principles. Thereafter, 
this chapter will present two models of Islamic banking that are currently debated in 
the academic discourse. In the same time, the chapter draws some classification of 
Sharīʿah contracts used in developing the products. Finally, this chapter will also ad-
dress the controversial issues of ribā and gharar in Islamic banking activities. 
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1.2. What is Sharīʿah?  
 
1.2.1. Defining Sharīʿah 
 
 Sharīʿah literally means a way to the watering-pace or path.62 Technically, it is 
related to the corpus of Islamic law and some scholars denote it as a general concept 
that encapsulates the whole teaching of Islam, namely the Oneness of God (tawhid), 
ethics (akhlaq) and law (fiqh). Generally, Sharīʿah encompasses all aspects of human 
life, “from birth to death,” that integrates the element of social, politic, economic, and 
ethical values. This has been asserted by Kamali (2008) that Sharīʿah is the right way 
of religion or the right path of Muslims, which is primarily more associated with a set 
of values that are essential to the Islamic religion.
63
 Ibn Qayyim (d. 1350), a medieval 
scholar describes Sharīʿah is “the dispensation of justice (ʿadl) in interest of the serv-
ants of God in their earthly existence and the Hereafter. It is all about justice, mercy, 
benefit and wisdom. Every ruling, which is contrary with the justice, mercy, benefit and 
wisdom is not part of the Sharīʿah, it is God’s justice, mercy, and patronage to His 
servants, creatures, territories, and veracity’s sign of the Prophet of His messages”.64   
   In Islam, the aspect of religion and law is interrelated. The religion is built on 
the set of five pillars, namely – the testimony that only Allāh is the God and Muham-
mad is the Messenger of Allāh (shahadah), to performing the ritual worship of five dai-
ly prayers (solat), to fasting in the Islamic month of Ramadan (sawm), to giving alms-
giving (zakat), and to performing the pilgrimage (Hajj) for those who capable to do 
that. Each component of these five pillars is an essential component of the Sharīʿah, for 
example, the ritual worship (solat) is classified as ʿibadat (devotional matters) and 
almsgiving or religious tax is expounded in the section of mua’malat (civil transac-
tions). The function of law, as a subset of Sharīʿah, is to regulate all of these religious 
matters so that they will be conducted in accordance to the principles delineated in the 
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Sharīʿah.65 Kamali (2008) contends that the attention given to the legalistic predisposi-
tion of the Sharīʿah by western scholars, such as Schacht (d. 1969), is unduly exagger-
ated. Their conception about Sharīʿah has deviated from the original meaning and na-
ture of the term, which is restricted only to a legal connotation. Since it is related to the 
general connotation of Islam, therefore, it is not erroneous to call Islamic banking as 
“Sharīʿah compliant banking,” because both terms produce similar implications.66 
   The interest of examining the notion of Sharīʿah is not only Muslim scholars, 
but also non-Muslim scholars. Schacht (1983) for example connotes that the term is re-
lated to sacred law or religious law of Islam. 
67
 In the same vein, Calder and Hooker 
(1997) contend that Sharīʿah is “a rule of law, or a system of laws, or the totality of the 
message of a particular Prophet of Muḥammad s.a.w.”68 Hallaq (2001) describes 
Sharīʿah as the religious Islamic law.69 However, the understanding of the Western 
scholars of Sharīʿah that only regards it as law is too narrow in scope, since its nature 
and scope are wider than that, as contended by the Muslim jurists, which entail the eth-
ical and moral norms, as well as the belief in God.
70
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 and David Weir, “How Islamic Banks Deal With Problem Business Situa-
Continued on next page… 
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1.2.2. Sharīʿah and Fiqh 
 
  Sharīʿah can be divided into three essential components that deal with the rules of 
faith (al-ahkam al-͑itiqadiyyah), which is belief of the Oneness of God, the rules of 
moral and ethics (al-ahkam al-akhlaqiyyah), and the rules of civil affairs (al-ahkam al-
muʿāmalāt) generally cover economics, social and political matters. Under the rubric of 
economic affairs, the issues of banking and finance are discussed. Al-ahkam al- 
muʿāmalāt are also associated with the term “fiqh”, which literally means understand-
ing. Technically, it means the knowledge of personal rights and obligations derived 
from the sources of the Qur’ān and the Sunnah.71 Sharīʿah is often associated and inter-
changeably used with fiqh, where sometimes, the former can be associated with the 
whole corpus of divine law derived from Allāh and the latter is laws deduced from the 
jurists’ understanding of the valid sources of Islamic law, namely the Qur’ān and the 
Prophetic Traditions (Sunnah).  
   The rules of fiqh are developed into five scales of measurements; namely oblig-
atory (wajib), recommended (sunnat), permissible (mubah), reprehensible (makrūh) 
and prohibited (haram), which are also known as al-ahkam al-khamsah (five values of 
rules). It is seemingly wrong to describe that fiqh’s rules as being identical to the codes 
of law in the modern legal context, as the principles of fiqh do not only constitute the 
positive rules - prohibited or obligatory values (wajib or haram), instead it also encom-
passes ethical and moral values, namely neutral (mubah), reprehensible (makrūh) and 
recommended (sunnat) values. In modern legal context, the measurement of law only 
constitutes the obligatory and prohibited components.
72
 Fiqh’s rules have been origi-
nally deduced from the understanding of the Qur’ān and the Sunnah, and sometimes 
from the rationale sources, such as customary social practice (ʿurf), juristic preference 
(istihsan) and public interest (maṣlaḥah). Codes of law, on the other hand, stem solely 
________________________ 
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from the rationale and human reasoning, which are totally separated or independent 
from the religious values, although undeniably some of the codes are in line with the 
spirit and teaching of Sharīʿah. Hence, the proposition to regard fiqh’s rules as similar 
to the notion of modern laws’ code does not stand, as argued by Hallaq (2009), because 
the conception of law as understood by Muslims is different.
73
  
  The conception of Sharīʿah and fiqh has been debated by many scholars upon its 
relationship. Al-Qarḍawi (1993) for example argues fiqh is part of Sharīʿah and the dif-
ference between the two corpuses is only between a general and a specific meaning. 
Rules of Sharīʿah comprise of two parts, firstly rules that are explicitly mentioned in 
the texts, the Qur’ān and the Sunnah. Secondly, rules that are deduced from the human 
understanding of various sources, as stated in the discipline of fiqh treatises.
74
 Further-
more, Sharīʿah rules that are deduced from the Qur’ān and the Sunnah are fixed, 
whereas fiqh rules inferred by jurists may change according to the time, places and cir-
cumstances. Although, they seem non-identical, nonetheless, it was argued by al-
Qarḍawi that fiqh is part of Sharīʿah or interrelated, because fiqh’s rules are knowledge 
based on the revealed texts. Even though, Muslim jurists seem to use independent 
sources, nevertheless, their judgments and legal positions on the legal rulings formulat-
ed are often within the ambit of the revelation.
75
  
   Beside al-Qarḍawi, there was other scholar debated over its affiliation. Kamali 
(2009) asserts that Sharīʿah and fiqh are not identical by virtue of the former’s immuta-
bility, whereas the latter is changeable. He explains that Sharīʿah is conveyed mainly 
through divine revelation (wahy) of the Qur’ān and the authentic Sunnah, whereas 
fiqh’s rules refer mainly to the corpus juris that is developed by the legal schools or 
madhahib (sing. madhhab) in Islam, individual jurists and judgements deducted to very 
specific legal reasoning methods of ijtihad or through legal verdict (fatwā).76 This is 
obviously contrary to the proposition of al-Qarḍawi (1993) who argues that fiqh and 
Sharīʿah should not be demarcated, as they are interrelated with each other. When the 
former and the latter are differentiated, it seems that fiqh’s rulings are distinct elements 
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from the Sharīʿah, whereas most fiqh’s ruling are derived from the same sources of the 
Qur’ān and the Sunnah. The difference in perspective is probably triggered due to the 
fact that many of fiqh’s rulings are derived from the process of ijtihad (effort to search 
Sharīʿah legal ruling) exercised by fuqaha (Muslim jurists) which relies substantially 
on human reasoning and rationale methods, such as qiyas (analogical reasoning), 
maṣlaḥah (public interest), and istihsan (juristic preference). On the other hand, the rul-
ings derived directly from the divine texts are only a minority, pertaining to personal 
matters, such as marriage and inheritance.  
   Most topics discussed in fiqh books are derived from the Qur’ān, and the Sun-
nah. Abū Zahrah (1958) maintains that the origin of every topic in fiqh in both 
sources.
77
 The Qur’ān it asserts that it does not neglect anything pertaining to the guid-
ance and direction of the mankind’s life and that everything can be found in the sources 
if people attempted to contemplate the essential of its teaching.
78
 Hasanuzzaman 
(1984) argues that the Sharīʿah comprises of two things; injunctions and rules. The first 
deals with the do’s and don’ts, as prescribed in the Qur’ān and the Sunnah, while the 
second, are those set of principles, which Muslim jurists have derived from the first 
sources.
79
 However, his definition is too narrow, since Sharīʿah also comprises of the 
ethical and faith values. Khan (2013) asserts that it is important to differentiate be-
tween the divine (i.e. Sharīʿah) and the human understanding (fiqh) of religious 
knowledge. The Sharīʿah consists of a small number of injunctions stated in the Qur’ān 
and the Sunnah that deals with the permissible and prohibited or rights and wrongs. 
However, these injunctions are few in number but are quite clear and unambiguous and 
all of these are divine, immutable and binding on Muslims, and cannot be disputed. 
Whatever that does not fall under this definition, will be treated as out of the domain of 
the Sharīʿah. It could be human interpretation of the Sharīʿah, but not the Sharīʿah per 
se. He furthermore argues that it is unfortunate circumstances that some Muslim econ-
omists while writing on Islamic economics have not maintained the differences, where 
they mix up the divine with the human interpretative elements. Consequently, a lot of 
human thought is treated as the Sharīʿah, although it is not and this will give inflexibil-
ity and rigidity in the body’s content of Islamic economics, which is the building block 
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of Islamic banking. This will create a methodological problem, for Islamic economics 
and indirectly for Islamic banking.
80
 
   In this respect, it can be established from the understanding of contemporary 
Muslim jurists that Sharīʿah is about law, rules, regulations, commands, obligations, 
guidance, principles, ideology, faith and behavior, which governs the human being in 
every aspect of an Islamic life in this world and hereafter. Generally, Sharīʿah is linked 
to the divine rules or laws given by Allāh and fiqh is the corpus of laws extracted by 
Muslim jurists from the primary revealed divine sources of Islam - the process of their 
extraction requires human reasoning and interpretation, and the application of specific 
methodology of Islamic legal theory (usul al-fiqh). Fiqh, in this respect, is always con-
noted with the term of Islamic law, as understood in the Western thought, while 
Sharīʿah also can be associated with “Islamic law,” but in a more general connota-
tion.
81
 
   To disassociate Sharīʿah and fiqh rules is not relevant in this case, since they are 
interconnected. Such dissociation gives the impression that the abandonment of the 
fiqh rules is acceptable because the rules deduced are only a human interpretation of 
divine rules, which may be right or wrong, whereas Sharīʿah rules cannot be neglected 
since they are divine rules. However, they are unified because each topic in fiqh can be 
found in the sources of the Sharīʿah sources. Muslim jurists, as qualified individuals, 
merely expand its jurisdiction by exercising ijtihad to solve the problem confronted by 
the Muslim societies. Nowadays, it is observed that fiqh rules interpreted are using 
consensus views among the jurists in order to handle various issues. Furthermore, some 
Muslim countries have taken a strong initiative to codify Sharīʿah and fiqh rules as the 
state’s law, such as in the Qatar, Kuwait, Egypt, Bahrain and Jordan.  
  The enforcement of fiqh rules in contemporary framework shall have coopera-
tion from the government. In this respect, the government with the cooperation with 
Sharīʿah scholars (fuqaha) to codify fiqh rules, as statutes and acts, which are enforce-
able and valid in the court of law. The fiqh rules elected shall not in favor of certain act 
of contracting parties, partial, unfair, biased or unreasonable, instead to take into ac-
count the whole objectives of Sharīʿah. The right of legislation shall not be restricted to 
the fuqaha, but it can be extended and debated in the parliament, before the law is 
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adopted. It is also insufficient to issue fatwa (plural: fatāwa) or legal opinion made by 
mufti, since the nature of fatwa is not binding where its function is only to give a legal 
interpretation or alternative solution happened to the requester but to codify the fatwa, 
as a legal rule. The fatwa also can be challenged in the court of law, if the contracting 
parties involved observe that the fatwa is unfair to them. This is consistent to the objec-
tive of Sharīʿah that aim to uphold just and fair treatment in human activities. In addi-
tion, the judge to adjudicate Sharīʿah cases shall be trained, exposed and provided with 
the methodology of usul al-fiqh and the branches of fiqh rules of different four 
madhahib, so that when they adjudicate any cases involved, they will concern and 
aware of the methodology as well as different legal opinions among different 
madhahib. This element is very important for the judges to adjudicate cases in accord-
ance to the Sharīʿah and to maintain the consistency of the law. Furthermore, the value 
of sunnat (recommendation), neutral (mubah) and makruh (reprehensible) shall be sep-
arated from the law, since they could not be enforced and imposed in the legal system. 
All in all, this idea is consistent with the modern meaning of “law” defined as “the sys-
tem of rules which a particular country or community recognizes as regulating the ac-
tions of its members and which it may enforce by the imposition of penalties”.82 How-
ever, the difference between the modern legal systems with the Sharīʿah legal system is 
that the former is based human constructions, whereas the latter is based on religious 
values and divine sanctions. 
    
1.2.3. The objectives of Sharīʿah 
 
  The objectives of Sharīʿah (maqāṣid al-Shariʿah) are also important concept for a 
standard measurement of developing Islamic banking industry to ensure the product 
developed is consistent with the general principles of Sharīʿah. The word of maqāṣid 
(sing. maqsid) represents a meaning of purposes, objectives, principles, intents or 
goals.
83
 Maqāṣid are the objectives, purposes, or wisdoms behind Islamic practical rul-
ings deduced by Muslim jurists, while Sharīʿah is defined as following strictly the in-
junctions of Allāh or the way of Islam. Hence, Maqāṣid al-Sharīʿah represents “the ob-
                                                 
82
 Oxford Dictionaries, “law,” accessed on 1 20 January 2014, 
http://www.oxforddictionaries.com/definition/english/law?q=law. 
83
 Jasser Auda, Maqasid al-Sharīʿah as Philosophy of Islamic Law: A Systems Approach (London: The 
International Institute of Islamic Thought, 2008), 2. 
30 
 
jectives or the rationale or the wisdom (hikmah) of the legal practical rulings of 
Sharīʿah.”84 It has been argued that the concept is capable of providing social justice, 
equitable distribution of income and wealth and promoting economic development and 
growth.
85
 According to Ibn ʿAshur (2006), “the overall objective of Islamic legislation 
is to preserve the social order of the society and to insure its healthy progress by pro-
moting the well-being and the virtue of the human being. The well-being of human be-
ings consists of the soundness of their intellects and the righteousness of their deeds, as 
well as the goodness of the things of the world in which they live that is put at their 
disposal”.86 
 The concept of Maqāṣid al-Sharīʿah can be classified into various categoriza-
tions.
87
 For the sake of easy understanding, it could be divided into three classifica-
tions; essentials (daruriyyat), necessities (hajiyyat) and embellishments (tahsiniyyat). 
The essentials refer to the necessities that people depend on and which the whole socie-
ty would be in total disaster, disorder and disruption, without them. They are normally 
classified into five values, namely the preservation of religion, life, intellectual, proge-
ny, and property. However, a number of other lists have been introduced including the 
preservation of social welfare support, freedom of speech, human dignity, and human 
fraternity and others within the concept.
88
 Meanwhile, the necessities refer to support-
ing the needs and the interests required in order to have a smooth and decent life. A life 
without the protection of these needs faces hardships and difficulties that may turn and 
affect social functions very badly. For example, the permission of salam contract, alt-
hough the subject matter of the contract does not exist yet when the contract is con-
cluded, however, it has been allowed due to its necessity for the society. Without this 
contract, items that require a long time to produce, such as agriculture products, may 
not be traded in a big volume. Salam becomes a risk management tool, since it provides 
                                                 
84
 Dusuki and Bouheraoua, “The Framework of Maqasid al-Sharīʿah,” 1-38 
85
 Asyraf Wajdi Dusuki and Abdulazeem Abozaid, “A Critical Appraisal on the Challenges of Realizing 
Maqasid al-Sharīʿah in Islamic Banking and Finance,” IIUM Journal of Economics and Management 15, 
no. 2 (2007) 143-165; Asyraf Wajdi Dusuki and Said Bouheraoua, “The Framework of Maqasid al-
Sharīʿah (Objectives of the Sharīʿah) and Its Implications in Islamic Finance,” (ISRA Research Paper no. 
22/2011, International Sharīʿah Research Academy, 2011). 
86
 Muḥammad Tahir Ibn ʿAshur, Treatise on Maqāṣid al-Sharīʿah, trans. and annotated by Muḥammad 
El-Tahir El-Misawi (London and Washington: International Institute of Islamic Thought, 2006) 87. 
87
 It can be classified in accordance to generality and particularity or definitive, speculative and illusion 
or inner strength. This study chooses the classification of inner strength as it provide more clear structure 
and comprehensive. Product of Islamic banking may be classified in accordance to this systematic struc-
ture. See Lahsasna, Maqasid al-Sharīʿah, 15-30. 
88
 Ibid. 19  
31 
 
a future protection for the producer and buyer as the stated price will be fixed, as stated 
in the initial contract. Otherwise, the price will fluctuate and both parties could not mit-
igate the risk.
89
 On the other hand, embellishments are defined as the interests that offer 
improvement and progress in the moral and spiritual aspects of the Muslim society. The 
disappearance of these elements may not affect the societal functions or may not inter-
rupt daily life of the society.
90
 
   
1.2.4. Sharīʿah and Islamic banking 
 
  Islamic banking is a part of Islamic economic system that aims to introduce Is-
lamic ethics and moral judgments into the economic activities. These two elements of 
ethics and morality are not only regarded as the guidance on how to do business in 
banking, but they also become part of the belief’s system of Muslims, the embodiment 
of their submission to Allāh and a religious obligatory duty for Muslims. Islamic bank-
ing can be explained as a system that provides financial accommodations to its custom-
ers; Muslim or non-Muslims, based on Islamic values, that render equitable treatments, 
just transactions, and free from unlawful factors in Islam. It functions as conventional 
banking in providing many banking services to the shareholders and customers. None-
theless, the primary feature that distinguishes Islamic bank is its prohibition on taking 
ribā and being involved in any gharar (uncertainty) transactions. Each profit realized 
must be based on the risk assumed by the contracting parties. If the bank engages in 
any commercial and trade transactions, it must assume all related risks of commercial 
transactions, such as market, liquidity and credit risk. Islamic banking system is also 
always associated with participatory and active cooperation between the bank and its 
customers.
91
 All the above propositions are encompassed generally under the concept 
of Sharīʿah, which is regarded as the essence and foundation of Islamic banking. 
   Sharīʿah is essential and relevant to the Islamic banking system and product de-
velopment, as it provides the religious basis for the system. It provides the rules and 
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principles that should be abided, such as the Sharīʿah contracts that should be used, 
types of business that can be engaged by Islamic banks. The Sharīʿah framework regu-
lates the operations and the products of Islamic banking so that they do not deviate 
from the original purposes of its divine objectives. As it has been established that fiqh’s 
rules are human extraction and interpretation of the Divine clear immutable laws found 
in the Qur’an and the Sunnah and that some scholars, regard them as a significant as-
pect of the Sharīʿah, thus there are instances where fiqh’s rules have been institutional-
ized. In the wake of the Islamic banking industry, the rules of fiqh have been institu-
tionalized. A specific institution or board, known as Sharīʿah Supervisory Council 
(SSB) or Sharīʿah Advisory Council (SAC) in Malaysia has been tasked to interpret the 
Sharīʿah. In addition to its task of interpretation, another primary responsibility of this 
board is to elaborate and distribute its resolutions (fatawā) of rulings pertaining to the 
operations of Islamic banking. To ensure that the operations and processes as well as 
product development of Islamic banking are in tandem with the Sharīʿah principles by 
reviewing annually the operations of Islamic banks, the members of the board are se-
lected experts in the disciplines of Sharīʿah, economics and finance. Their resolutions 
are regarded as the universal agreement in the process of harmonizing the conflict of 
opinions in the Sharīʿah. Hence, the negligence of fiqh rules, as interpreted by this au-
thorized body, is regarded as the negligence of the Sharīʿah.  
   In this regard, Sharīʿah in this study refers to Islamic legal rulings deduced by 
SACBNM. In addition, this study also relies on the opinions issued by the International 
Sharīʿah standard’s setting, such as the AAOIFI and the Islamic Fiqh Academy, based 
in Jeddah to issue Islamic legal rulings. Sometimes a different opinion from the SAC's 
decision is proposed to provide some suggestions or critiques from different point of 
views and to improve the legal decision made by the SAC. Furthermore, the interpreta-
tions of Sharīʿah made by different madhahib, such as the Ḥanafīs, Mālikīs, Shāfiʿīs 
and Ḥanbalīs, are also considered as part of Sharīʿah legal ruling. Nevertheless, the 
discussions of different opinions of madhahib about Sharīʿah are offered to give a 
broad and pragmatic idea or solution to certain issues involved in Islamic commercial 
transactions. 
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1.3. The Concept of Islamic Economics 
   The values and the principles of Islamic economics are regarded as the skeleton 
of and the basis for Islamic banking’s activities and operations. The end objective of Is-
lamic economics generally is to seek justice and fairness in economic transactions. Is-
lamic economics, as defined by Chapra (1996), is a branch of knowledge that helps re-
alize human well-being through the allocation and the distribution of scarce resources 
in a manner that is in conformity with the Islamic teachings without unduly curbing in-
dividual freedoms or creating continued macroeconomic and ecological imbalances.
92
 
It is the knowledge and application of the injunctions and rules of the Sharīʿah, which 
prevented injustice practices in the acquisition and disposal of material resources, in 
order to provide satisfaction to human beings and to enable them to perform their obli-
gations to Allāh and to the society.93 Islamic economic is also regarded as a part of so-
cial sciences that studies the economic challenges of a people that is imbued with the 
values of Islam.
94
 It attempts to outline a systematic effort to understand the economic 
problems and man’s behaviour in relation to these problems from an Islamic perspec-
tive, which is aided by the foundational texts of the Qur’an and the Sunnah as well as 
by reason and experience.
95
  
   The concerns of Islamic economics are not restricted to the prohibition of ribā, 
gharar or maysir (gambling) but are also extended to a widened scope of ensuring so-
cial justice and fair distribution of wealth to individuals and societies as a whole.
96
 The 
establishment of Islamic banking in an Islamic economy is regarded as the restoration 
of social justice and fairness in economic dealings. Theoretically, Islamic banking is 
considered as a breakthrough of new paradigmatic intellectual framework that attempts 
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to consolidate finance, economy, community and society in a single system to produce 
economic efficiency and social justice. This is different from the financial, economic 
and social framework of the capitalist system, which attempts to seek self-interest, 
profit-maximization and materialistic achievement. The system fails to consider the 
needs of the society, moral, ethical and spiritual aspirations.  
  Islamic economics in this respect is an approach to interpret and solve man’s 
economic problems based on the values, norms, laws and institutions found in and de-
rived from all sources of knowledge in Islam, which leads to achieve the efficacious 
realization in this world and Hereafter.
97
 The central position of its teaching is based on 
the revelation (wahy), i.e. the Qur’ān and the Sunnah, as well as rational thinking to 
solve the economic problem not only for Muslim but also mankind. The challenging 
task for the Islamic economists is to elaborate and use this revelation as well as reason 
and observation to develop the framework, characteristics, and values of Islamic eco-
nomics suitable to reality. The Qur’ān and the Sunnah only provide general guidelines 
to guide mankind in their economic life. This manner entails a process of deriving an-
swers based on the sources and as agreed by scholars, most of the economic applica-
tions will have to be derived, and is hence an intellectual effort.
98
  
   The main objectives of Islamic economics are unifying the spirit of brotherhood 
among people and utilizing the resources at their disposal entrusted to them from God, 
with an efficient, optimal, and equitable system.
99
 These resources must be utilized to 
satisfy the needs and wants of people aimed at reducing the inequalities of income and 
wealth without generating inflationary pressures or causing sustained damage to the 
environment. Nonetheless, all or nearly all societies will seek the same economic rea-
sons but they may differ in terms of economic priorities and appropriate strategies to 
achieve them. The focal point of Islamic economic system is to place justice and fair-
ness in any economic activity, where the role of moral and ethical values is taken into 
consideration in realizing these goals. This notion however has been neglected in con-
ventional economic analysis. Islamic economics does not totally reject all the notions 
of conventional economics, such as the market’s mechanism, the concept of macro and 
microeconomics, allocating economic resources efficiently, scarcity, productivity, and 
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incentives.
100
 The Islamic economics’ objectives is to add some extra values based on 
Islamic religious values by suggesting that the role of morality can help to improve the 
overall efficiency of the market.  
  The market mechanism as practiced in the contemporary time is unable to deliver 
justice to the society. According to Chapra (2005), the market cannot itself deliver jus-
tice and welfare to people, without an ethical dimension and the intervention of state to 
control the market, which circuitously attempts to reject the assumption of Adam Smith 
(1776). Smith claimed that if everyone pursued his self-interest, the ‘invisible hand’ of 
market forces would through the restraints imposed by competition; promote the inter-
est of the whole society.
101
 Although the state’s role in this respect is obviously im-
portant, but this does not mean the state should be responsible to every single matter 
related to economic activities that occurs within its sovereignty. To reduce the burden 
of preserving the welfare to the people, the state must promote and honour the role of 
families and private ownership, respectively, which becomes the people’s responsibil-
ity to take off. Chapra (2005) further establishes that based on good historical reasons, 
a morally-oriented individual, social and institutional reform, along with zakah (alms-
giving) and waqaf (endowment) and other charitable contributions can play an im-
portant role in reducing poverty and disparity in wealth’s distribution.102  
 Meanwhile, the concept of Islamic economics is also associated with the con-
cept of Islamic moral economy. The latter concept is an attempt to amalgamate the 
needs for modern economic achievements with the spiritual dimensions of the Islamic 
values. Trip (2006) explains that the philosophy behind the principles of Islamic moral 
economy is an effort to moderate the behaviour of individuals, who would otherwise 
behave in the self-centred and calculating way depicted in the possessive individual of 
capitalist economics.
103
 Asutay (2011) opines that the essential elements of Islamic 
moral economy can be shown in a diagram of vertical and horizontal axis. In the verti-
cal axis, it focuses on the ethical equality of individuals in their relationship with God. 
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As a believer, he must believe that only one God, i.e. Allāh should be worshipped and 
He is the Omnipotent and Superior God that has created human beings. On the horizon-
tal axis, as servant to God, human beings have equal opportunity to enjoy the bounties 
of God, social justice and beneficence between individuals and these concepts are en-
compassed in the tawhidic (the concept that all of human beings beneath under one 
God, i.e. Allāh) framework.104  
 In this respect, it is observed that the difference between the two terms is only 
on general and specific meaning. The concept of Islamic economics is more associated 
with the general objectives, whereas Islamic moral economy refers to specific objec-
tives on the purposes of Islamic economy that require to be achieved. In other words, 
Islamic economy is the ends, whereas Islamic moral economy is the means. For exam-
ple, if the end objective of Islamic economic is to seek justice and fairness in economic 
transactions. Therefore, the aim of Islamic moral economy is to conduct and regulate 
the behavior of individuals that seek the economic transactions based on Islamic moral-
ity and ethics. 
 The concept of Islamic economics can be examined from the vertical and hori-
zontal axioms of Islamic moral economy. According to Asutay (2011), the concept will 
integrate the development of the individual, society and state within the spirit of 
tazkiyah (purity) aimed to overcome the conflict between individuals and society. The 
ultimate consequence of the above functional axioms is that it will enable each element; 
individual, organization, society and state to achieve the state of victory (falah) in this 
world and hereafter within the tawhidic framework, which believes that God has cho-
sen a path for everyone and everything. This is known that only God created everything 
in this world. To prevent the conflict between the individuals and society, it is pre-
sumed that voluntary or charitable deeds are not enough, therefore some socially ori-
ented financial and economic duties must be made mandatory or fard on the individuals 
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and society, such as benevolent loans. To realise this purpose, individuals are expected 
to know that they are the vicegerent of God, i.e. khalifah that is entrusted by God to 
administer the resources on the earth and to fulfil socially their responsibilities and du-
ties towards the prospering of the world within the tawhidic approach and moral fil-
ter.
105
 Essentially, the term, “moral” in Islamic moral economy is just for the sake of 
terminology, since the term “Islamic” is sufficient to indicate all aspect of life, which 
consists of tawhid (the Oneness of God), fiqh (law), and akhlaq (ethics). The main im-
portant element of this supposition is how to apply the proposition in the economic ac-
tivities.
106
 
 Nonetheless, the concept of Islamic economics is also has been criticized by 
scholars. For example, Ramadan (2009) argued that there is no “Islamic economy” but 
“Islamic ethics” of economy to regulate economic activity. The norms and the goals 
orient and limit the use of the knowledge acquired.
107
 Within the framework of Islamic 
ethics, it will control and regulate economic activities based on the principles of 
Sharīʿah, which is avoiding ribā, gharar, maysir, exploitation, and injustice. By giving, 
the label “Islamic economy” to a set of conventional techniques based on two or three 
principles is totally out of touch with the framework of ethics and the general principles 
of Islamic teachings on the subject.
108
 Thus, one manages to propose formal and tech-
nical adjustments without questioning the higher goals of economic activity. He further 
adds that the perversion of Islamic economy and Islamic finance, which proposes a se-
ries of reforms of the techniques and modalities of transactions at the heart of the clas-
sical system, is dangerous. This is because they do not question the essence of the clas-
sical system that is to be applied in business. If they present the Islamic economy this 
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way, it is probably far from being an alternative or at least “a marginal option,” whose 
function is to confirm insensibly the pre-eminence of the mainstream liberal market 
economy.
109
 In other words, Muslims should not have very distinct Islamic economic 
vocabularies or system, but only to have Islamic ethics to regulate the economic activi-
ties based on Islamic religious values. He seems to urge Muslims to accept the conven-
tional economic system; its philosophy, epistemology, axiology, ontology and method-
ology, in its own right, and to regulate the system, methods, processes, and uses the no-
tion of Islamic ethics prescribed in the texts and elaborated by Muslim scholars to 
screening the all aspect of conventional economics.
110
 
 
1.4. Siddiqi and Ismail’s Model of Islamic Banking  
 
   Islamic banking system has its own philosophy, which underlies in a set of spe-
cific principles, namely Sharīʿah and Islamic economic principles. Nonetheless, it is 
seemed that scholars do not agree with the principles, since they have different scholars 
about the principles that should Islamic banking acquires in running its operation. In 
this respect, the study selects two models of Islamic banks for examination. Firstly, a 
model that was introduced by Dr. Muḥammad Nejatullah Siddiqi (1983), where his 
main idea is that profit and loss sharing (PLS) should become the ideal conceptual 
model for Islamic banks. This model encourages risk sharing between the clients and 
the banks in commercial transactions. His model is the famous and ideal model for Is-
lamic bank that has been discussed rigorously by academicians and practitioners, who 
seem to have a consensus that it is the ideal concept for Islamic banks. Siddiqi’s model 
will be compared with another model that was proposed by Dr. Abdul Halim Ismail, 
the first managing director of BIMB and presently a member of the SACBNM (2008-
2013). He is regarded as the “Father of Islamic Banking in Malaysia”, where his model 
is based on the trading and debt financing framework.
111
 The comparison between the 
two models will enable for us to identify the advantages and disadvantages of each 
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model, and which model able to achieve the objectives of Sharīʿah and Islamic eco-
nomic system, theoretically and practically. 
   
1.4.1. Siddiqi’s Model 
 
  Siddiqi’s model stresses that Islamic banking system operates the the principle of 
profit and loss sharing activities, as the foundation of Islamic bank’s operations. 
Muḍārabah is among the principle that should be adopted by the system. It refers to 
joint-partnership between two or more parties, where one party provides capital and the 
other party provides skills and knowledge in running a business or enterprise. Whatev-
er profit made from the business will be shared by both parties as agreed upon in the 
initial agreement. However, when a loss occurs, it will be borne by the capital owner 
and the entrepreneur would only loose his efforts and time devoted in having run the 
business.
112
 Having neo-classical economic educational background, Siddiqi not only 
explains his theory purely based on economic and financial reality but combined it 
with Sharīʿah rules. He developed this model in the late 1960’s, when he wrote a book, 
titled “Banking without Interest”, which explains in detail the operation of Islamic 
banks without interest. He conceived that muḍārabah is the best concept that can serve 
the basis of Islamic banking and the interest of the society, since both parties share the 
risk. He recommends that the bank should participate actively in the operation of run-
ning the businesses in a practical sense and not as a financial intermediary or a middle 
party. By joining actively in the business activities, the return and yield of Islamic 
banks can be justified due to the involvement of the Islamic banks in risk taking.  
  Siddiqi’s model was actually based on the classical model of mudarib yudarib 
(two-tier muḍārabah). Briefly, it is a profit-loss sharing concept, where someone be-
comes a capital provider, giving money to another person/entrepreneur, to use the 
money or asset as capital to venture into a business prescribed by the capital provider. 
Both parties agree that when the venture is profitable, they will distribute the profit ac-
cording to the agreed portion, for example ½, ⅓, ¼, or as stated in the contract. If the 
venture make a lost, then the burden will be assumed by the capital provider, except in 
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the case of negligence or breach of contract, then the entrepreneur must bear it.
113
 
Meanwhile, the concept of mudarib yudarib means the one who mobilizes funds, on a 
profit-sharing basis, extends these funds to another user of the fund on the same basis 
(see figure 2).
114
 
  From the proposed model above, Islamic banks have two different roles, one as 
rabb al-mal (capital provider) and at the same time as mudarib (entrepreneur or agent) 
who holds responsibility in running and generating profit from the funds obtained. 
However, Islamic banks do not utilize the obtained funds for the purpose of setting up 
their own business but only to provide it to other entrepreneur who will use it to estab-
lish a new business or for working capital. If the profit materializes, then the second 
entrepreneur will share it with the bank as in the pre-agreed contract, while at the same 
time, the bank also will share it with their depositors or investors, also based on the 
pre-agreed ratio signed by them prior to entering into the business. However, if the 
business incurs a loss, the loss will be passed to the depositor, as the real capital pro-
vider. 
 
 
 
 
Fig 2: Two-Tier Model of Islamic Banking Proposed by Siddiqi 
   Siddiqi (1983) suggests that the entrepreneur should produce a quarterly ac-
counting report to the bank, while the bank, in turn, will report to the shareholders and 
depositors to ensure transparency and good governance,. From the report, both, i.e. 
shareholders and depositors, will be informed on what has been done by the entrepre-
neur with the funds invested. The report is crucial for them since they can make a deci-
sion based on the performance - whether to retain or withdraw the funds. This is al-
lowed under the concept of muḍārabah.115 He assumes that the issuance of quarterly 
reports does not mean that the depositors or the shareholders will demand their capital 
back at the end of each quarter. Instead, the depositors in muḍārabah accounts will see 
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this practice as a transparent management of the funds and encourage them to deposit 
more money for an undetermined period, and the bank will probably invest for several 
quarters. He also suggests the creation of a current account or loan account where de-
positors who open this type of account will benefit from the safety of the deposited 
money and the convenience of making daily business transactions such as to issue 
cheques and transfer of money. The bank will not charge for these facilities, however, 
the bank is authorized to invest the money, as long as it remains in the account. Any 
profit earned from the investment will go entirely to the bank and the depositors will 
have no share in it. If the investment suffers a loss, it must be borne by the bank while 
the capital deposit is guaranteed.
116
 
   The model seems not to provide a solution for the short-term loan (debt financ-
ing) problem, such as personal loan or working capital for a new set-up business.
117
 In 
this respect, he then proposes that the bank may use substantial funds from the loan ac-
count to be advanced as the short-term financing on an interest-free basis.
118
 This is 
provided for the entrepreneur who is in need of additional capital temporarily, which 
he expects to return with the income he anticipates from the sales of his products. Sid-
diqi (1983) opines that to ensure the loan is to be repaid; the bank is allowed to take 
collateral against the loan in case the borrower defaults in payment or in the case of 
bankruptcy. The collateral can be sold to recover the loan given. On the other hand, in-
stead of becoming a profit oriented-business entity, Islamic banking also should offer 
interest free loans to fulfill its socio-economic responsibility. 
 It is obviously seen that the model is too theoretical and ideal.
119
 Due to this, 
Siddiqi again revisited his idea that Islamic banks may act as a financial intermediary, 
as conventional banks do.
120
 Accordingly, when the bank obtains the funds from the 
depositors/investors in the form of muḍārabah, it may use the funds for financing and 
investing by using various contracts. The main difference between the former and the 
latter is that the latter model does not require the bank to enter the real sector, but to 
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provide financing to the customer who requires financing to buy assets or services. The 
customers will pay some installments of the price and obtain financing from the bank to 
pay the remaining outstanding amount to the companies. The bank in this case will deal 
only in debt financing modes, such as murābaḥah, salam, istiṣnā’ or ijārah, where it 
can minimize the risks exposed, such as market and equity risks. Thus, two-tier 
muḍārabah is transformed into a three-tier muḍārabah. The first tier comprises of de-
positors who provide the funds and banks, the second tier involves the bank, which 
provides financing, and the final tier consists of specialized companies and entrepre-
neurs, who provide products and services.
121
 The later proposed model by Siddiqi 
(2000, 2002) seems similar to the proposed structure by Ismail (1992), which will be 
described below. 
 
1.4.2. Ismail’s Model 
 
 In contrast to Siddiqi’s model, Ismail (1992) offers his idea based on the func-
tion of conventional financial intermediary. When the first Islamic bank was setup in 
Malaysia, at the initial phase, the committee appointed by the Malaysian government to 
setup the bank found that it was very difficult to find a model which is suited to the 
general inspiration of the government’s policy. The government policy aspired that the 
new establishment of the bank must consolidate a solid economic framework within the 
objectives of Sharīʿah, based on the concept of Islamic economics.122 He articulated 
that the priorities of Islamic banking are derived from the Islamic elements of tawhid 
(Oneness of God), akhlaq (ethics) and Sharīʿah (law). He argued that Islamic banking 
and financial activities should be undertaken within the appropriate sector of Islamic 
economic system as envisaged by the Sharīʿah. He opined that the Islamic economic 
system not only provides benevolent loans (al- qarḍ al-hasan) and charity (sadaqah) 
but it is a complete, progressive and dynamic economic system made up of systemati-
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cally regulated production activities, although it imposes a concurrent responsibility 
towards the social welfare of the community.
123
  
   The concept of Islamic economic system, as asserted by Ismail (1992) are clas-
sified into three sectors namely the siyasi (public sector), tijari (private sector) and 
ijtimaʿi (social welfare sector). Public sector is concerned with the maintenance of law 
and justice, the promulgation and implementation of economic policies, the manage-
ment of properties under state ownership, and economic intervention as necessary. Pri-
vate sector is related to the creation of wealth which would in turn generate economic 
activities through production, consumption and distribution. Meanwhile, the social 
welfare sector is concerned with providing social benefits and social security to the so-
ciety by promoting charity and benevolent loans. Therefore, the subject of Islamic 
banks and financial activities, in this regard, are to be those which operate under pri-
vate sector.
124
 
   Moreover, the emergence of financial and banking sectors is due to the human 
needs for specific banking, and financial facilities and services. The most pressing need 
of financial facility is to fund economic unit in carrying out economic activities. The 
economic unit can be funded by using its own fund or seek other’s capital. If it is fi-
nanced through other’s capital, then there are two types of financing available, either 
equity or debt financing. The demand of either types of financing depends on genuine 
human needs and neither is prohibited by the Sharīʿah . The banking activities serve 
such purposes as can be seen in the structure of modern social needs for various financ-
ing activities. Islamic banking is seen as an institution that promotes the principles of 
al-taʿawun (cooperation), reciprocal assistance and co-operation among members of a 
society for a good cause and the avoidance of al-iktinaz that is keeping one’s funds idle 
and not in circulation for the general benefit of the society.
125
  
   According to Ismail (1992), there is no significant difference between the prac-
tice of equity-financing techniques in the conventional and Islamic banking. He asserts 
that Islamic economics system has a broader scope of its operations and its scope is not 
limited to the contract of muḍārabah. For him, it is not an issue for Islamic banks to 
use conventional techniques in Islamic banking operations. The most important thing is 
to rationalize these operations along the Islamic contracts of mushārakah or 
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muḍārabah. For example, Islamic banks may establish a financial institution or a com-
pany specializing in equity financing such as venture capital company under the 
mushārakah contract, then the companies could mobilize the funds to finance the 
muḍārabah enterprise and business either in the form of muḍārabah or musharakah. 
However, the establishment of a separate company based on mushārakah or 
muḍārabah is not the main objective of Islamic banking although it may be part and 
parcel of the system. Ismail restricted the Sharīʿah framework used in the banking and 
financial system is to finance a personal desire (personal financing) and working capi-
tal of enterprise through debt-financing, which is similar to conventional banks.
126
 
   On the other hand, the operations of Islamic banks can be divided into two parts 
i.e. how it obtains its sources (funds) and the application of these funds. The bank ob-
tains from various sources, either current, saving or general investment accounts. For 
the first two accounts, they operate under the concept of wadīʿah (safekeeping), while 
the third account is under muḍārabah or mushārakah. Besides, there is another special 
investment account in which it is created for specific customers for the government 
sector or corporate customers. In terms of the usage of the funds, the bank will spread 
them into various activities such as financing or participating in projects or asset acqui-
sition in various ways in accordance with the Sharīʿah principles such as muḍārabah, 
mushārakah, bayʿ bithaman al-ajil (BBA), ijārah, bayʿ al-takjiri (financial lease) and 
qarḍ al-hasan. In the meantime, the bank also provides specific facilities or financing 
on short-term basis to enable trade or working capital for the customer. These facilities 
may be granted for the purpose of exporting or importing or purchasing of goods and 
machinery, acquisition and holding of stock and inventories, spares and replacement, 
raw materials and semi-finished goods. Among other Sharīʿah concepts that can serve 
the product are wakalah (agency), murābaḥah (mark-up sale), mushārakah and 
muḍārabah. The bank may also provide other services as conventional banks do, such 
as remittance and transfers of money, sale and purchase of foreign currency, portfolio 
management as well as trustee and nominee company services. In addition to function-
ing as financial intermediary, Islamic banks may also be involved in the trading of 
commodity, currency and securities within the financial sector.
127
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   In terms of recognition of revenues, the bank practices the cash basis accounting 
principle
128
, while for the income distribution methods, the bank may uses sum of dig-
its principle in which splitting between financing cost and profit distribution, on re-
payment sums received under bayʿ bithaman al-ajil and ijārah.129 The bank also adopts 
the policy to maintain the general and specific provisions for the purpose of protecting 
all its deposits in current, saving and investment accounts. The bank may also decide to 
pay profits to relevant depositors based on the maturity of deposits funded in the bank. 
In calculation of profitability accounting, the bank calculates two levels of profitability 
which are: profitability for payment of its profits to the depositors, and to the bank. All 
the calculations are computed on a monthly basis.
130
 
 
1.4.3. Analysis 
 
  There are some advantages and disadvantages of the two models proposed. Sid-
diqi’s model stresses the Islamic banks should become active entrepreneurs and traders 
to do business in the real sector. His model has been well received in the academic 
world, as it encourages the cooperation and risk sharing between the bank and entre-
preneur; however it has been argued that it is less practical in the real sense. One of its 
shortcomings is the model does not allow for debt financing in the Islamic economy, 
which is the pressing needs among people. One of his supporters, Khan (1997) has said 
that, “the Islamic economy becomes as a synonym for an all profit and loss sharing and 
a debt free economy. All debts in the economy would be caused by benevolent lending 
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which is made on humanitarian and social grounds. This characterizes such debts as 
“non-economic,” although the debt itself may play an important financial role, particu-
larly in alleviating the need of customers for credit”.131 Moreover, not all the communi-
ties in the society are serious about taking the risks of venturing into a business that is 
uncertain of its gains, while in the case of interest-free loan, not all of them would vol-
unteer to give their money for free without any compensation.  
   The Siddiqi’s model has been criticized due to its impractical nature in the cur-
rent implementation of Islamic banking. This is different from the current model of fi-
nancial intermediary that is based on the concept of lending business.
132
 Siddiqi him-
self also has doubts over the permissibility of Islamic banks which operate under the 
two-tier muḍārabah.133 He said, “It is not clear if the practice of two-tier muḍārabah 
reflected in these juristic discussions had evolved into pure financial intermediation, 
where one who obtained profit-sharing funds conducts the sole business of supplying 
these funds to other (working) parties on the basis of profit sharing”.134 This idea was 
also contrary to some classical interpretation of Shāfiʿīs’ jurists who rejected the prac-
tice since they regard the middle party, i.e. the bank, as having made no significant 
contribution to the business activity.
135
 
   Besides, Siddiqi’s model would be beneficial if the discussions of the element 
of risk management of Islamic banks’ operations, regulatory framework and the human 
behavior towards the risky business are taken into consideration. In banking manage-
ment, most prudent Islamic banks will avoid high risk investments and uncertain busi-
ness ventures due to many potential problems such as moral hazard, agency problem, 
and adverse selection.
 136
 Furthermore, if the fund is kept under a saving account e.g. 
wadīʿah or amanah (trusteeship) principle, then it will restrict their investment in high 
risk projects. Not all customers think to invest their money, perhaps they also need oth-
er services such as a payment service, to assist them to purchase asset, information 
provider about financial situation, and financier. These aspects are not covered in his 
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model. In terms of the regulatory framework, regulators attempt to impose strict regu-
lations and laws to monitor and supervise the muḍārabah activities to ensure the con-
tracting parties’ rights and obligations are safeguarded. Thus, some of the regulations, 
especially in Malaysia, imposed by the regulator are very strict in terms of capital ade-
quacy ratios and risk management aspects as compared to secured products such as 
murābaḥah or ijārah.137 This will hinder the bank from promoting muḍārabah as the 
underlying principle for the bank to develop a product, which is not discussed by Sid-
diqi. 
   In terms of human behavior and attitude towards investment which is uncertain 
of its gain and loss; majority of the customers attempt to avoid any risk taking and only 
few of them are inclined toward taking risks. This is rightly explained by Seif (2005), 
“each party is assumed to seek maximum expected utility in the sense of maximum 
possible income share at the minimum possible risk share. Recognition of risk as an 
undesirable fact of economic life, and that people would normally wish to throw it on 
others’ shoulders”.138 The depositors or investors feel insecure if the bank uses their 
money for the investment that is very risky where its profit and returns are uncertain. 
This shows that not all of them volunteer to lose the money invested. For the purpose 
of retaining the customer, some of the banks need to creatively think of providing a 
mechanism that can guarantee money back, such as third party guarantee by the gov-
ernment or deposit insurance scheme, which is contrary to the nature of muḍārabah 
principles. Thus, the model does not provide good implications as thought by Sidiqqi 
(1983). 
   Meanwhile, Ismail’s model (1992) is not much different from the functions of 
conventional banks as financial intermediation in terms of its sources, the application 
of the funds, type of services and accounting policies.
139
 Islamic banking may operate 
under equity financing or muḍārabah but it is not the real objective of its establish-
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ment, which is contrary to Siddiqi’s proposed idea that suggests the use of muḍārabah 
as the chief principle in Islamic banking’s operations. Ismail argues that the existence 
of Islamic banking is to meet customers’ needs as has been done by other financial in-
termediaries in conventional banking. Hence, Islamic banks may use conventional con-
cepts, either debt or equity financing or hybrid instruments suited to its objectives, as 
long as it’s not contrary to the principles of the Sharīʿah. The increasing demand for 
funding to facilitate businesses supports debt financing, as the best means of operating 
Islamic banking businesses.
140
 He totally accepts the idea that conventional banking be 
absorbed into the Islamic banking’s operations, by the means of streamlining the lat-
ter’s products through extracting the prohibited elements, which are contrary to the 
Sharīʿah principles and to place various nominated (ʿuqud musamma) or innominated 
contracts (ʿuqud ghayr musamma)- as the basis for Sharīʿah -compliant products.141 
The second approach adopted by him is that the Sharīʿah does not prevent any human 
activity except those explicitly stated in the two sources of the Qur’ān and the Sunnah. 
Thus, Islamic banks may carry any activity, which is not contrary to the Sharīʿah prin-
ciples.  
   Ismail’s model emphasizes the role of Islamic banking as financier to assist en-
trepreneurs, traders or individuals to expand their businesses. The bank does not in-
volve in any trading or enterprise and its position is only to facilitate the business 
transactions and to meet the personal needs of its customers. This model is currently 
well accepted by most Islamic banks, which is also similar to the models adopted by 
corporate banking or capitalist banks in the conventional system. This model is appro-
priate to the capitalist system, as what is required by Muslim society is to finance their 
personal needs or economic activities in order to carry their personal use or to capital-
ize their enterprise of production, consumption or distribution activities. At present, we 
may conceive that these needs are demanded through various economic levels such as 
financing of consumer goods and services, domestic trade, international trade, corpo-
rate levels as well governmental operations. Apart from that, this approach must be 
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well-adjusted to the social dimensions in which the main objective of Islamic banking 
operations is not merely to seek profit but must respond to the social and environmen-
tal needs as well as to promote welfare economics. Concerning the aspect of Islamizing 
the conventional products, the practice should not be encouraged as it would be more 
costly, inefficient and would increase the risk of mispricing. Nonetheless, this model 
has been rigorously criticized by many scholars, especially by Islamic economists due 
to the approach’s failure to take care of the social dimensions, public welfare, and the 
objectives of Islamic banking’s establishment.142 
   It appears that Ismail’s model is more consistent with the recent development of 
Islamic banking business which indicates that Islamic banks have attempted and ex-
panded their operations in terms of introducing new and diverse products and services 
as propounded by the concept of becoming universal banks.
143
 This means that Islamic 
banks may engage in various activities such as fund management as well as liquidity 
management such as issuing commercial papers and securitization.
144
 However, this 
approach still implies that Islamic banks follow their counterparts -the conventional 
banks. It has been criticized that it is not capable of achieving the real objectives of Is-
lamic economics which aim to provide social-welfare to the people, but instead it aims 
to satisfy the individual self-maximization and efficiency through Sharīʿah principles. 
The Islamic bank is regarded as a corporate and business entity, which is similar to the 
conventional bank, which aims primarily to satisfy the objectives of stakeholders and 
depositors, rather than to provide charity financing to the society.  
 
1.5. Sharīʿah Standards in Legalizing Islamic Banking Products 
 
 The process of determining and validating Sharīʿah -compliant products in Is-
lamic banks is normally undertaken by the internal Sharīʿah department and Sharīʿah 
committee in the bank. Both departments are responsible for scrutinizing the product’s 
structure, feature and design in order to ensure the product developed abides by all the 
Sharīʿah precepts. In Malaysia, the process to ensure a Sharīʿah -compliant product 
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may include various Sharīʿah frameworks, sources, principles, guidelines, and proce-
dures as well as modern requirements of banking and finance, as issued by the regulator 
and the Sharīʿah committee, which can be delineated as follows:  
 
1.5.1. The primary and secondary sources 
 
 The first standard to verify the compliance of the product the Sharīʿah is the 
Qur’ān and the Sunnah; however, these sources do not provide a comprehensive and 
detailed features or techniques on how to develop a product. Mostly, the sources only 
offer a general directive relating to moral and ethical values, which the Muslims are re-
quired to abide. In order to complement the primary sources to the existing Sharīʿah 
framework, Muslim jurists depend on various other sources recognized in the Sharīʿah 
such as consensus (ijmaʿ), analogy (qiyas), juristic preference (istihsan), presumption 
of continuity (istishab), maṣlaḥah (public interest), urf (customary practices) to deduce 
Sharīʿah legal rulings. These sources must then be interpreted and deduced by a specif-
ic methodology of usul al-fiqh. This refers to a methodology that expounds the legal 
indications (͑adillah) and methods (qawaʿid) through which the rules of fiqh are de-
duced from the foundational texts, namely the Qur’ān. The Sunnah by the person who 
uses this methodology to deduce legal ruling is known as mujtahid.
145
  
 
1.5.2. Islamic legal maxims 
 
 Another standard for product developers is Islamic legal maxims (al-qawa͑id al-
fiqhiyyah), which refer to a body of abstract rules derived from the detailed study of 
fiqh. They are part of fiqh or concise fiqh rules, but are different from usul al-fiqh. The 
former is about the abstracts deduced from the body of fiqh, while the latter is the 
methodology through which the rules of fiqh are deduced. They contain theoretical 
guidelines in different areas of fiqh, such as ritual, criminal, evidence, transactions, 
matrimonial, and penalties law. Over 200 legal maxims have been collected and com-
piled in the works known as al-ashbah wa naza’ir (resemblances and similitudes) by 
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Muslim jurists.
146
 Among these legal maxims, there are five well-known Islamic legal 
maxims which apply to the entire range of fiqh without any specification, and most Is-
lamic law’s schools generally agreed over their classification. The first legal maxim is 
“matters are determined according to intention (al-umur bi-maqāṣidiha),” which deals 
with the role of intention in Sharīʿah. The second legal maxim is “certainty is not dis-
pelled by doubt” (al-yaqin la yazulu bi al-shakk) that which is established with certain-
ty is not removed by doubt. The third maxim is hardship begets facility (al-mashaqqah 
tujlab al-taysir) which connotes that the presence of difficulty requires that alleviations 
be made to effect ease. The fourth Islamic legal maxim is “harm must be eliminated” 
(al-darar yuzal) denotes that whatever things or matters that cause harm should be 
eliminated and forbidden. Finally, the fifth Islamic legal maxim is “custom is authorita-
tive” (al-ʿaddah muhakkamah) signifies that Sharīʿah does recognize customary prac-
tices or prevalent traditions, as long as they are not contrary to the universal principles 
of Sharīʿah, such as to legally recognize ribā or gharar as halal (permissible) in com-
mercial transactions.
147
 These legal abstracts are used to guide generally the concept of 
Islamic legal rulings without referring to the fiqh treatises. 
  
1.5.3. Sharīʿah resolutions 
 
 It may be established that the above sources only provide general guidelines on 
how to determine the Islamicity of Islamic banking products. These sources are re-
quired to be interpreted and compiled in the form of abstract rules or legal codes or 
guidelines in order to ease the practitioner’s reference to them. In Malaysia, the above 
sources are applied in the form of Sharīʿah resolutions (fatawa) issued by the 
SACBNM. The compilation encompasses of all Sharīʿah resolutions made between 
1997 and 2010 and it is a continuation of the earlier efforts to increase the understand-
ing of the Sharīʿah interpretation and the juristic reasoning (ijtihad) for the Sharīʿah rul-
ings. By exposing the resolutions, they are expected to increase the level of transparen-
cy on the means of juristic reasoning in Islamic finance and to foster their appreciation 
and acceptance among the industry players. They are also aimed to achieve more effi-
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cient Sharīʿah governance at the institutional level that promotes greater cross-border 
harmonization among other Sharīʿah institutions in the interpretation and application of 
Sharīʿah.148 
 Each resolution issued by the SACBNM is binding to the industry’s players, 
courts and arbitrators. As such, the applications of the most famous classical contracts 
are addressed in these resolutions. For example, the rules related to the practice of 
ijārah, muḍārabah, mushārakah, istiṣnā’, qarḍ, rahn (mortgage), takāful (Islamic in-
surance), wadiʿah, wakalah (agency), hibah (gift), ibra’ (waiver), taʿwid (compensa-
tion) and gharamah (fine/penalty), as well as controversial contracts of bayʿ al-ʿīnah, 
and bayʿ al-dayn (sale of debt), are also highlighted. The council also renders resolu-
tions on the other types of financial products of financial derivative products, Islamic 
credit card, hybrid products, and sukuk (Islamic bonds). Furthermore, the resolutions 
also address the Sharīʿah issues, in relation to the operations that supporting institutions 
that practice Islamic finance, such as Credit Guarantee Corporation (M) Berhad, Dana-
jamin Nasional Berhad, Malaysia Deposit Insurance Corporation, and National Mort-
gage Corporation (Cagamas). In addition, the resolutions also underline various 
Sharīʿah issues regarding accounting and auditing, and winding up of IFI.149 From time 
to time, the Central bank of Malaysia also issues guidelines and procedural matters re-
lating to banking issues in order to monitor and regulate the operations of Islamic bank-
ing. These guidelines include the capital adequacy ratios, financial reporting, liquidity 
framework, introduction for new products, establishment of Sharīʿah committee, and 
Sharīʿah governance.150  
 
1.5.4. The AAOIFI’s standards 
 
 The AAOIFI was established in 1991, in Bahrain and the composition of its 
member was and continues to be mostly from the international Islamic banking institu-
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tions.
151
 The objectives of the AAOIFI generally are to develop, disseminate, interpret, 
and review Islamic accounting, auditing, governance, ethics, and Sharīʿah standards re-
lating to the activities of IBIs. The board also aims to achieve harmonization and con-
vergence of opinion relating to the Sharīʿah interpretation to avoid any contradiction or 
inconsistency between the fatwā issued by the Sharīʿah boards. Furthermore, these 
standards, to some extent try to assist IBIs to develop Islamic financial 
ments.
152The AAOIFI has issued two standards, Sharīʿah standards and accounting and 
auditing standards. The former addresses various issues related to Sharīʿah matters in 
commercial transactions, while the latter is the standard that regulates the accounting, 
auditing and governance procedures of Islamic financial services. The accounting and 
auditing standards are aimed at promoting and enhancing transparency and confidence 
among the users of the financial statements of IBIs of the information, while the 
Sharīʿah standards aim to guide the practitioners concerning the principles and legal 
rulings of Islamic financial transactions. 
 These two standards are issued in accordance with the precepts of Sharīʿah. 
However, the accounting and auditing standards are also, to some extent, in conformity 
with the international accounting and auditing standards, such as International Account-
ing and Auditing Services Board (IAASB) and International Financial Report Services 
(IFRS).
153
 Currently, for the accounting and auditing standard, the AAOIFI has 23 Ac-
counting Standards, 5 Auditing Standards, 6 Governance Standards, 2 codes of ethics. 
Meanwhile, for the Sharīʿah standard; it has 41 standards that comprise of various ap-
proved contracts of the Sharīʿah. It was reported that only a number of countries have 
either fully adopted its standards or use them as guidelines for the Islamic banking sec-
tor, namely Bahrain, Sudan, Jordan, Malaysia, Qatar, Saudi Arabia, Dubai, Syria, Leb-
anon, Singapore, and South Africa.
154
 Most of the countries that have Islamic financial 
services, including Malaysia, have adopted the accounting standards of IASB and not 
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the AAOIFI standards, since they are not globally recognized.
155
 However, only Bah-
rain, Qatar and Jordan clearly and consistently apply the AAOIFI’s standards. The 
adoption of the standards is considered on a voluntary basis. Malaysia attempts to rec-
oncile the standards with the national requirements of accounting standards by adapting 
and making some changes to its accounting standards in order to avoid any conflict. 
However, most of its standards are parallel to the requirements of IAASB.
156
  
 
1.5.5. The IFSB’s guidelines 
 
 The IFSB serves as an international standard-setting body for regulatory and 
supervisory agencies that have vested interests in ensuring the soundness and stability 
of the Islamic financial services industry.
157
 The IFSB promotes the development of a 
prudent and transparent Islamic financial services industry through introducing new, or 
adapting existing, international standards consistent with Islamic Sharīʿah principles 
and recommending them for adoption. It also provides guidance for the effective super-
vision and regulation of Islamic financial institutions (IFIs) that offer Islamic financial 
products and to develop the criteria for identifying, measuring, managing and disclos-
ing risks for guidance of the Islamic financial services industry. In order to meet inter-
national standards, the IFSB also liaises and cooperates with relevant organizations of 
standard setting-body, such as the Basel Committee on Banking Supervision, the Inter-
national Organization of Securities Commissions, and the International Association of 
Insurance Supervisors, in order to promote the stability and the soundness of the inter-
national monetary and financial systems of those of the member countries.
158
 However, 
the adoption of the IFSB’s guidance is conceded on a voluntary basis, and many coun-
tries that have IFIs, including Malaysia, have adopted some of the guidance as part of 
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their regulatory framework. It differs from the AAOIFI, as it is an inter-government 
collaboration, whereas the AAOIFI is a private institution established by Islamic banks 
in the world to promote a harmonized Sharīʿah, accounting and auditing standards. 
Presently, it has issued 13 guiding principles of various Standards, 5 Guidance Princi-
ples and 1 Technical Notes.
159
 
  
1.5.6. The IIFAOIC’s resolutions 
 
 The International Islamic Fiqh Academy of the Organization of the Islamic 
Conference (IIFAOIC) based in Jeddah, Saudi Arabia is another Sharīʿah institution 
that has significantly contributed to development of Islamic banking and finance by re-
solving many Sharīʿah issues and issuing Sharīʿah resolutions (fatawa). It was set up in 
1986 under the auspices of the Organization of the Islamic Conference (OIC). The 
members of the academy are appointed from the Sharīʿah scholars, and jurists, as well 
as experts from various fields relevant to the field, such as economics, finance, medics, 
natural sciences, and law. The members meet annually in various locations, where vari-
ous topics are discussed, and this include the matters of finance, banking and econom-
ics. Papers related to the agenda are prepared in advance before they are presented to 
the scholars. After the debate, a decision or fatwā, by majority of votes of those present 
in the meeting will be issued and the fatwā is then published in the journal of the acad-
emy. Up to date (2013), there have been 20 resolutions issued by the academy.
160
. 
 
1.6. Sharīʿah Scheme of Contracts  
 
Since Islamic banking operations are based on various contractual agreements, 
in contrast to conventional banking, which is based on loans, then, it is pertinent to 
briefly discuss these Sharīʿah contracts. Many classifications exist to indicate their na-
ture and the principles applied; non-commutative contracts, bilateral or commutative 
contracts, and accessory contracts. The first type of contracts is gratuitous contracts that 
do not involve any payment for its exchange. For some contracts, their conclusion does 
                                                 
159
 IFSB, “Published Standards, Guidance Notes and Technical Notes,” accessed on 8 November 2013. 
160
 The Islamic Fiqh Academy, “Fatwa, ”accessed on 10 August 2013, http://www.fiqhacademy.org.sa/; 
Vogel and Samuel, Islamic Law and Finance, 48. 
56 
 
not require the consent of the acceptor and only can be undertaken by unilateral party, 
i.e. the offeror. For example, gift (hadiyah, hibah), off-sets the debt (muqāṣṣah), will 
(wasiyyah), and waqf and loan. 
 Commutative contracts are pecuniary transactions that involve the transfer of 
ownership (subject matter) from one hand to the other hand with an exchange of con-
sideration (price). The main of commutative contracts are sales, which engage in an ex-
change of a commodity or a good from the seller to the buyer, where the former trans-
fers the ownership to the latter and the latter renders consideration (money) for the 
compensation of the ownership’s handover. In order to make it valid, generally the sub-
ject must fulfill some conditions, such as the existence of the subject matter, lawfully 
owned by valid possessor and sufficiently valuable from the Sharīʿah perspective. It is 
also stipulated that the contracting parties involved must be qualified and competent 
persons, with clear manifestation of offer and acceptance of the will to conclude the 
contract. The contracts include bayʿ murābaḥah (sale at cost plus mark-up), trust sale 
(amanah), negotiation sale (bayʿ musawamah), sale at cost price (bayʿ al-tawliyyah), 
sale at below price (bayʿ wadīʿah), ijārah, salam, istiṣnā’, and bidding sale (muzaya-
dah).
161
 
 Finally, accessory contracts deal with the assignment of work or capital or obli-
gation from one party to another party, with or without consideration (price). The con-
tracts still can be categorized under bilateral contracts, as they involve two or more par-
ties in the transaction. However, they differ in that some of the contracts are not al-
lowed to accept any consideration and some contracts are permitted to accept the con-
sideration. Among the contracts that can be categorized under this classification are 
agency (wakalah), muḍārabah and musharakah, kafalah or rahn and debt transfer (hi-
walah). Agency is a principal-agent relationship to perform specific duties assigned by 
the principal and it is permissible for the agent to receive advanced payment to perform 
his duties. Silent partnership is a contract which involves capital provider and an entre-
preneur, where both share the profit as pre-agreed in the contract; however loss is borne 
only by the capital provider. Whereas, in active partnership, both the contracting parties 
contribute the capital, according to a pre-agreed ratio, and, share together the loss based 
on the proportion of the capital contributed. Kafālah (guarantee) is individual guarantee 
or third person, who guarantees other obligation concluded by other parties, especially 
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in the context of debt obligation, where the kafil (guarantor) will ensure that if the orig-
inal debtor cannot pay the debt, he will complete the payment. While, rahn is also 
guarantee contract, but not a personal guarantee, however, based on holding a valuable 
non-fungible (qimi) commodity, as an insurance against debt. Finally, debt transfer is 
where the original debtor transfers his debt obligation (from paying to the lender) to the 
third party. Hence, the original debtor is relieved from paying the debt to the lender and 
the responsibility is newly borne by the third part and the lender is required to claim the 
debt from the new owner, i.e. the third party.
162
 
 
1.7. Prohibition of Ribā and Gharar 
 
   The presumption that interest rate, as applied in conventional financial transac-
tion is similar to definition of ribā by majority of scholars, has turned out to be the 
main factor that makes Muslims’ engagement in conventional banking is problematic, 
if not altogether prohibited. Nevertheless, this presumption has been contended by few 
scholars that interest rate is not equivalent to ribā since there are some practices of Is-
lamic banking that embed the interest rate as the underlying principle. This has caused 
some issues in the modern Islamic banking. Therefore, the discussion of what is exact-
ly meant by interest rate and ribā and how the modern scholars contend about the defi-
nition is necessary to be examined in this respect. The prohibition of ribā transaction is 
clearly spelled out in both primary sources (i.e. the Qur’ān and the Sunnah) of Islam, in 
which Muslims are prohibited from indulging in any business and transactional matter 
that involves the ingredient.  
Ribā or usury literally means increment, excess or increase, which is derived 
from the root verb of “rabat,” which also means yield and increase. Allāh said, “But 
when we send down rain to it, it is stirred to life and yields increase”.163 Technically, it 
means “increment in a specific thing” 164 and it is usually translated as usury or exces-
sive interest or usurious interest in modern connotations.
165
 Ribā is undeniably forbid-
den in the Islamic legal traditions, as it is clearly mentioned in various verses of the 
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Qur’ān (2:275-81, 3:130-2, 4:161 and 30:39). This ribā is known as ribā al-nasi’ah 
(ribā of deferment). Although the prohibition is unequivocally stipulated in the above 
verses, but the interpretation, scope of the prohibition and its applicability to practical 
life raise several inquiries from scholars on the concept of ribā. This is because the 
meaning of ribā in the classical term is not in tandem with the understanding of modern 
banking applications. Besides the ribā mentioned in the Qur’ān, there is another type of 
ribā, which is prohibited by the Prophet, known as ribā al-buyuʿ or ribā al-fadl, which 
can be translated as ribā in exchange. There are many aḥādīth (the prophetic traditions) 
narrated to insist of its prohibition and one of them is narrated by Abū Sa’id al-Khudri 
that states “Gold for gold, silver for silver, wheat for wheat, barley for barley, dates for 
dates, salt for salt, like for like, equal for equal, hand to hand. If these types differ then 
sell them as you wish, if it is hand to hand”.166 The aḥādīth (ḥadīth -singular) indicate 
that the exchange of the monetary items and commodities must be made in spot and 
equal quantity; otherwise, it will fall under the definition of ribā.   
Based on the Qur’ānic verses and the aḥādīth, the majority Muslim scholars 
have classified ribā into two types namely (1) ribā of deferment (ribā al-nasi’ah) in 
loan transaction and (2) ribā in excess due to exchange (ribā al- fadl). Ribā of defer-
ment in loan is the act of extending a delay to a debtor in return for an increase in the 
borrowed principal. It was widely practised at pre-Islam and at the time of the Prophet. 
The practice of ribā transaction during the pre-Islamic period was recorded by Malik 
(d.179/795) in al-Muwatta’. He narrated that ribā in the pre-Islam occurred when a man 
gave a loan to another for a set term, but when the term was due, the lender would say, 
“will you pay it off or increase (it for) me?” If the borrower paid, he took it. If not, the 
lender increased the debt and lengthened the term for the borrower.
167
 
The prohibition of ribā al-nasi’ah indicates that any compensation or increment 
more than the borrowed principal was initially prohibited in early Islam, irrespective 
whether the loan was intended for consumption or production purposes. As for a con-
sumption loan, the practice of charging ribā was viewed as undermining the charitable 
attitudes and human kindness among Muslims. It opposes early Islamic teaching that 
encourages the support of the poor by the rich. Muslims are asked in the Qur’ān to sac-
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rifice the possibility of a profitable opportunity when giving loans to others. In addi-
tion, Muslims are also recommended to extend the time to the borrowers when they are 
having problems in repaying their loans.
168
 
 Second type of ribā is ribā al- fadl or ribā of exchange, which normally occurs 
in sale transaction. As stated in the above ḥadīth narrated by Abū Saʿid al-Khudri, the 
requirement of equality and spot transactions are necessary when exchanging similar 
ribāwi items or barter transaction. For example, exchange of the same quality of dates 
is permitted only in equal amount (e.g. one kilogramme for one kilogramme) and per-
formed without any time interval. If the ribāwi items are dissimilar (e.g. wheat for bar-
ley), the exchange must be done in spot transaction. The prohibition of the two types of 
metal and four types of commodity is because they are regarded as the currency’s de-
nominator and nourishment’s item, respectively, at that time, which are very important 
for the survival. Hence, any practice of ribā to the commodities and currencies will 
pressure the need of the poor in society. 
 Notwithstanding, a question can be raised about other currency’s denominator 
or nourishment’s commodity such as a paper money or copper (types of currency) or 
apple or rice (types of commodity)? In this respect, Muslim jurists have used analogical 
reasoning (qiyas) to extend the original rule to the new cases, such as mentioned. For 
this purpose, they create the same denominator or effective causes (ʿillah) to the origi-
nal cases. However, they differ in opinion about the effective cause that can give the 
same effect to the original cases. The effective causes for the Ḥanafīs are “measurable” 
and “weighable,” while for the Mālikīs, they are storable nourishment and currency. 
Meanwhile, for the Shāfiʿīs, they are foodstuffs and currency and the Ḥanbalīs are 
measureable, weighable or currency.
169
 
 Consequently, the difference of the effective cause, as pointed by Saeed (1995) 
often led to the incompatible outcomes.
170
 For example, following the opinion of the 
Ḥanafīs, one egg, or apple can be exchanged with two eggs or two apples and the ex-
change can be deferred, as they are not “measureable” or “weighable”. One the other 
hand, for the Shāfiʿīs, the transaction is not allowed as they are being categorized as 
                                                 
168
 Umer Chapra, Towards a Just Monetary System (Leicester: The Islamic Foundation, 1985), 64. 
169
 Abdullah Saeed, Islamic Banking and Interest: A Study on the Prohibition of Riba and Its Contempo-
rary Interpretation (Leiden: Brill Publication, 1995), 34. 
170
 It is seemed that Saeed adopted the opinion of Rahman. Accordingly, Rahman does not regard every 
interest is riba or vice versa, which contrary to majority’s view on riba. Fazlur Rahman, “Riba and In-
terest,” Islamic Studies 3, no. 1 (1964): 1-43.  
60 
 
foodstuffs. For the Mālikīs, the exchange is also not allowed since they are categorized 
as storable nourishments. Meanwhile, for the Ẓāhirīs, (literal schools), the transaction is 
allowed since they only apply the literal interpretation of the ḥadīth and the prohibition 
only applies to six items of the commodities.
171
 Saeed (1995) contends that Muslim ju-
rists that extend the ruling of the prohibition based on the ʿillah did not consider the el-
ement of morality and the hikmah behind of the prohibition of ribā. Most Muslim ju-
rists prefer ʿillah to hikmah because the former could be used effortlessly and objec-
tively, whereas, with the latter many aspects have to be deliberated before reaching a 
decision. However, the advantage of the decision that is based on hikmah is that it 
could accommodate the circumstances that change; whereas, a decision arrived through 
ʿillah would remain “immutable”.172  
 Saeed (1995) furthermore explains that if the effective cause were given as a 
basis for the prohibition of ribā, then any increase in loan or debt accruing to the credi-
tor over and above the principal would be considered ribā. However, if the justification 
were based on hikmah, only those involving an “injustice” to one would be prohibited. 
This is because in the same verse that stated the prohibition on ribā Qur’ān, Allāh said, 
“[d]o not commit injustice and no injustice will be committed against you,” (Surah al-
Baqarah: 279). In this respect, he argues that the ʿillah approach is easily used, as com-
pared to hikmah, which requires the jurists to look at each transaction in order to de-
termine what is injustice exists, before it can be decided that the transaction is ribā or 
not ribā. Although, the justification of ʿillah is easily used, he advances that sometimes 
the approach may not serve the intended purpose of the particular rule in the Qur’ān re-
sulting most Islamic banking products in the market are hiyal-based products.
173
 In this 
respect, he opined that not every interest is ribā and not every ribā is interest, which 
was supported by another academician, El-Gamal (2000, 2006).
174
 
 El-Gamal (2006) maintains that ribā that was meant in the Qur’ān and the Sun-
nah is not the same as what is practiced in the conventional banking system. He argues 
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that even the most conservative Muslim jurists do not take into account what econo-
mists and regulators call interest as to the forbidden ribā. The best illustration is in the 
mark-up credit sales and lease to show that they are embedded with implicit “interest 
rate” that is called profit rate in order to determine the return and rental’s charge, re-
spectively, which is not “interest-free”. Based on the practice in the United States, the 
regulator stipulates that the IFIs, which offer Islamic financial services, are required to 
report the implicit interest rates they charge to their customers. Hence, the practice of 
Islamic finance itself illustrates, obliquely, the fact that some forms of interest (e.g. 
credit sales) should not be considered as forbidden ribā 175  
 Another scholar, Balala (2011) contends that the Qur’ān has only prohibited 
ribā that has an inequitable and inefficient gain in commercial dealings.176 She main-
tains that the inequity and inefficiency can be determined through a regulated and com-
petitive market that is marked to the market and deviated away from it would be inequi-
table and inefficient.
177
 Hence, contemporary interest is not ribā, as it is competitive 
and regulated by the market, which is equitable and efficient. However, financial trans-
actions that do not have an organized commercial markets (money market), could be 
involved in ribā transaction, as the interest charged probably is exorbitant and can do 
injustice to the borrower. Thus, any gain in interpersonal loans would be ribā, as it is 
taken and given in an unregulated environment, whereas it would not be conceded as 
ribā’s gain in conventional commercial banking, because the interest charged on the 
loans is marked-to-market or done in organized system.
178
  
 Meanwhile, Khan (2013) observes that most of the Muslim jurists would regard 
a transaction to involve the element of ribā, when it triggers the following occasions: 
(i) it has to be a transaction of monetary exchange where the principle sum has to be re-
turned with an increase, (ii) the increase is predetermined either as an absolute sum or 
as a rate for a period, (iii) and finally, it will not matter, whether the rate of interest is 
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high or low; or what the purpose of loan or monetary exchange is (consumption or 
commercial); or what the period of the transaction is (any span of time); or who are the 
parties in the contract (individuals, institutions, government, inter-governmental bodies, 
and non-government organizations).
179
 It seems that Khan (2013) agrees with the ma-
jority of Muslim jurists that “ribā is interest and interest is ribā”. However, this as-
sumption is misleading, as he also argues that not all interest is ribā. He attempts to dif-
ferentiate between interest - which also can be called as financial claims on loans- and 
ribā in trading, financial and investments financing that have been used in developing 
Islamic banking products. For him, only interest on loans can be regarded as ribā, but 
other charges, such profit rates or dividends based on interest rate are not ribā. He justi-
fies this argument based on the observation of the contemporary Muslim jurists that 
recognized the hidden interest rate that is being charged in trading, financial and in-
vestment financing.
180
  
 As a conclusion, most progressive thinkers assert that not all interest is prohibit-
ed and mostly they do not agree with the interpretation of conventional opinions. They 
justify that the rationales given by traditional scholars are not satisfactory and unjustifi-
able in the modern context. They argue that Muslim jurists prohibit the interest on loans 
but permit the use of interest rate, as a benchmark for the profit rate in murābaḥah, 
ijārah, istiṣnā’ and salam and other financing and investment of Islamic banking prod-
ucts. They argue that the rate of return used in loans is similar to the interest rate in sale 
exchange, and it raises the question - why is the former prohibited but the latter is not. 
They reject the justification given by traditional scholars that the former contracts in-
volve risk, whereas, the latter does not, for this is not a fair treatment for the borrower, 
as in the practical reality, the sale exchange, such as murābaḥah can be concluded, in 
minutes, if not seconds, of the transaction, without taking any risks.  
 Notwithstanding, the above views are still not accepted by the majority of ju-
rists and the Sharīʿah authorities. Many Islamic banking institutions still adopt the 
mainstream interpretation of ribā that ribā is interest and interest is ribā. Iqbal and 
Mirarkhor (2008) argue that most Muslim jurists currently assume the meaning of ribā 
defined in the Qur’ān and the Sunnah is equivalent to the interest practiced in conven-
tional financial institutions today. According to the authors, ribā is the premium or ex-
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cess that must be paid by the borrower to the lender with the principal amount as a con-
dition for the loan provided or for an extension given while the loan’s payment is due. 
There are at least four characteristics that can describe the prohibited interest in con-
ventional banks: (i) it is positive and fixed ex-ante, (ii) it is tied to the time period and 
the amount of the loan, (iii) its payment is guaranteed regardless of the outcome or the 
purpose for which the principal was borrowed, and (iv) the state apparatus sanctions 
and enforces its collection.
181
 Based on the facts, Muslim jurists totally reject the inter-
pretations, as follows; (i) that ribā is only prohibited in commercial but not production, 
(ii) that ribā is prohibited in excessiveness/compounding but not in low interest rate, 
(iii) to reject readjustment of the value of money borrowed because of inflation, as it is 
equivalent to the amount increased in the loan and finally (iv) to reject the concept, 
time value of money in loans, but not in sale exchanges.
182
 
 Gharar is another important element that may vitiate Islamic financial transac-
tions. Literally, gharar means deceit or fraud, but in commercial transaction, it is often 
being used as uncertainty, risk, hazard, and peril that may lead to destruction and loss. 
Gharar as a general connotation may carry different meanings in different kind of 
transaction. Kamali (1998) explains that Muslim jurists have differed broadly in opin-
ion on the definition of gharar. For example, Ibn ʿAbidin (d.1836) asserts that uncer-
tainty is related to doubt about the existence of subject-matter.
183
 Meanwhile, Ibn Hazm 
(d.1064) denotes it as ignorance of the material attributes or features of the subject mat-
ter. On the other hand, majority of the Muslim jurists regard that uncertainty is a com-
bination of both features; doubt on the existence and attributes of the subject-matter.
184
  
 The prohibition of gharar has been uttered by the Prophet in many aḥādīth. The 
most well-known is, “it is prohibited the sale of gharar”.185 Nonetheless, this ḥadīth is 
too general to describe the characteristics or features of gharar and this attracts various 
opinions among Muslim jurists about what was meant by the Prophet and what is the 
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nature of sale with uncertainty. Ibn Taymiyah (d.1328) attempted to describe the nature 
of this sale by indicating that gharar sale that was meant by the Prophet is a sale, which 
involves risk-taking and unlawful devouring of the property of others. The risk-taking 
involved, with regard to the uncertainty of the attributes or the deliverability or the ex-
istence of the sale’s object. It has also been drawn that the authority of the hadith is al-
so very weak, and cannot become as a hujah (argument) to justify any legal rulings de-
duced or stemming from it.
186
 
Nonetheless, the nature of gharar has been provided by other aḥādīth, as assert-
ed by Ibn Rushd (d. 1198), such that it was prohibited to sell the offspring of an unborn 
animal (habal al-habalah), or fruit prior to its ripening, sales of mulamasa (touched 
sale), munabadhah (thrown sale) and al-hassat (pebble sale), two sales in one sale 
(bayʿatayn fi bayʿah), of what is in the loins and wombs (bayʿ al-madamin wa al-
malaqih), of something that is not in one’s possession (bayʿ al-maʿdum) and others. 
These transactions were mainly prohibited because they involved uncertainty with the 
existence or attributes, or both, of the sale’s object, and price.187  
In this respect, it is also asserted that gharar does not only happen to the sub-
ject-matter of the contract, but also other pillars in the contract, such as uncertainty on 
expressing offer and acceptance, determination of price, the age and capacity of the 
contracting parties, and other elements related to the contract. Hence, doubt in express-
ing of the offer, for example, will lead to uncertain transactions, as it happened in a 
transaction that combines two sales in one sale, where the offeror mentions two types 
of price to the buyer, and both parties leave the contractual session without indicating 
the agreed price. Furthermore, it is agreed by the majority of Muslim scholars that the 
contracts affected with gharar are only the types of commutative contracts, such as 
bayʿ, ijārah, salam, and istiṣnā’, but not non-commutative contracts, such as sadaqah 
(donate), hibah (gift), waqf, and others, it has been argued that it is tolerable gharar.
188
  
Meanwhile, the position of the Sharīʿah boards such as the AAOIFI, also de-
fines gharar similarly to the above mentioned position of the Muslim jurists, which re-
fers to the uncertainty that existed when the process of concluding a transaction in-
volves an unknown aspect and when the result of the transaction may or may not mate-
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rialize.
189
 The board divides gharar into three categories, namely gharar al-fahish (ex-
cessive uncertainty), gharar al-mutawasit (moderate uncertainty), and gharar al-yasir 
(minor uncertainty). Gharar al-fahish is defined as uncertainty, doubt or ignorance 
about the nature and attributes of transacted object, existence of the object, and exact 
information concerning the price or the unit of currency or the mode of payment. It also 
may happen, when there is uncertainty on the prospect of the delivery of the object, or 
the ability of vendor to deliver it intact as specified in the contract in the case of defer-
ment or in a fit condition until the delivery time.
190
 The AAOIFI noted that gharar is 
excessive, when its element dominates the contract (e.g. incapability to deliver subject 
matter) and can lead to disputes among contracting parties. As such, selling of fruits be-
fore production, signing a lease contract for unspecified period, or sale of forward 
commodity that is not available on date of delivery are conceded null and void.
191
 
Nonetheless, the examples of the AAOIFI’s standards are too classical and they are not 
related to any contemporary examples such as dealing with futures and forward trans-
action, which are still being disputed by Muslim jurists. 
Furthermore, gharar al-yasir is the degree of uncertainty that a contract is diffi-
cult to avoid and its existence does not cause dispute among the contracting parties. For 
instance, a seller sells a house, where the buyer does not see its foundation or a landlord 
says to a lessee in a general statement that he intends to lease his house for one month, 
whereas the months in a year differ in length. This uncertainty does not affect the valid-
ity of the contract, as in the former case, the house is available, but due to hardship to 
show the house, then the uncertainty is tolerable. In the latter case, the utterance of the 
landlord that he will lease his house for one month approximately is still acceptable, 
because in the customary practice, such difference does not raise dispute between them. 
Otherwise, if the dispute arises, the landlord should stipulate the date precisely. Never-
theless, gharar is affected by certain types of fiduciary contracts, such as murābaḥah 
(cost plus profit), where if a slight gharar exists in the contract, then it will vitiate the 
contract.
192
 Notwithstanding, gharar al-mutawasit refers to uncertainty, which falls be-
tween excessive and minor, for instance sale of underground commodities or commodi-
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ties that cannot be known unless broken or leasing of fruit trees. It also exists in con-
tracts of juʿalah (payment of a specific reward for a task), guardianship, companies and 
fixed-term muḍārabah.193 This type of gharar is tolerable, as long as the gharar does 
not raise any dispute among the contracting parties.  
To declare that contract or transaction has gharar, it must satisfy four condi-
tions, ; (i) it must be excessive and not minor (ii) it must engage commutative contracts, 
where in non-commutative contracts are acceptable (iii) it must affect directly the sub-
ject matter, as opposed to the subject that is attached to it, and finally (iv) the contract 
concerned should not be a need to people. If there is a need for it (ḍarūrah), then it can 
be ignored, although it is excessive. The reason for this is that satisfying a need takes 
precedence by virtue of the Qur’ānic injunction to remove hardship and to appeal bene-
fits. This can be illustrated in the case of salam, where the Prophet allowed the practice, 
although the subject-matter did not exist yet at the contractual session. The permissibil-
ity of istiṣnā’ is also considered as part of this principle, since its subject-matter is also 
not available at contractual session, and it is based on the principle of necessity re-
quired by the people, as insisted on by the Ḥanafīs.194  
To sum up, gharar is a broad concept that consists of uncertainty, risk taking, 
excessive speculation, gambling and ignorance about the aspects of contract (e.g. the 
attributes and deliverability of subject matter, price, contracting parties and expression). 
Thus, the attempt to isolate some of these meanings and to narrow down the concept is 
less than warranted. This enquiry has shown that gharar is unavoidable as hardly any 
contract is totally free from gharar and the salient question is often that of whether the 
gharar in question is exorbitant or not. Furthermore, the relativity of the questions of 
gharar in which at the earlier times, some of the examples presented were deemed as 
unacceptable gharar, such as sale something without one’s possession, has been ac-
cepted by society based on the judgment of customary practice (‘urf).  
 
1.8. Conclusion 
 
   The above arguments present our case that there were specific reasons for the 
concepts and principles working behind the Islamic banking activities. It also explains 
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that these concepts and issues will influence the forms and techniques of developing Is-
lamic banking products. It is not simply an understanding of the above propositions 
that will render Islamic bankers capable of developing any product. Various methods 
and knowledge of Islamic banking especially a deep understanding of the Sharīʿah 
principles and their objectives are very important in order to develop products that are 
not only compliant with the Sharīʿah principles of contracts, but also to ensure the so-
sio-economic justice. Moreover, this understanding will reflect the concept, strategy, 
and design of Islamic banking products that we shall treat it in the next chapter.  
In addition, the prohibition of riba and gharar in Islamic banking is regarded as 
the main component in the Islamic banking system because their harms outweigh the 
benefits. It is observed that the main attention of Islamic bankers is to avoid riba or in-
terest as much as possible of its element in Islamic banking transactions. However, to 
what extent Islamic banking system capable to avoid riba in its product development is 
still questionable, since it becomes the main underlying principle in the modern bank-
ing, as we shall explore this issue throughout of this study. In contrast, despite its pro-
hibition in the Sharīʿah, gharar is allowed in instances that its benefits outweigh the 
harms. It is permitted if the public need for it, although the level of uncertainty is ex-
cessive because of the Qur’anic principle of removal of hardship and adversity. The 
Sharīʿah, hence validates contracts that are considered uncertainty, such as bayʿ salam 
(forward sale) and bayʿ istisna’ (manufactured sale), regardless of the uncertainty ele-
ments therein, simply because of the people’s need for them. Generally, both elements 
are required in developing Islamic banking products.  
68 
 
CHAPTER 2: PRODUCT DEVELOPMENT IN ISLAMIC 
BANKING: CONCEPT AND PROCESS 
2.1. Introduction 
Key on the development of Islamic finance in Malaysia has been its pro-
gressive internationalization and the introduction of more innovative 
Sharīʿah-compliant financial solutions that meet the increasingly more 
complex and diverse international business requirements. (Zeti Akhtar Az-
iz, 2012).
195
 
 
This chapter aims to elaborate the conceptual framework, i.e. the theory and ap-
proach in innovating and developing Islamic banking products. The present chapter 
starts with the overview of product development in the banking sector, then, ensues 
with the nature of product development. This is followed by a discussion on the con-
cepts of developing Islamic banking products. Then, this is followed with various dis-
cussions, especially on the general principles, approaches, and Sharīʿah approval pro-
cess. 
 
2.2. The Concept of Product Development 
 Product development frequently refers to the process of how a certain new 
product is created, innovated, and developed. In marketing studies, there is a focus on 
improving business performance by satisfying customer needs, where it examines the 
marketing activities and processes, such as environmental analysis, strategy and plan-
ning, advertising, branding, or channel management. This goal of improvement is 
known by various titles, such as development of original product, product improve-
ment, and product modification. This process leads to new brands through the firm’s 
own research and developmental efforts. As such, product development is considered 
an external force, rather than being an internal factor of an organization.
196
 Precisely, it 
can be described as the complete process of bringing a new product to the market; ei-
ther a tangible or an intangible one. The process will involve various steps and activi-
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ties such as idea generation, product design and detail engineering, market research and 
marketing analysis to ensure that the product developed would gain its place in the 
market. Although product development is often associated with the processes it entails, 
the scope is broader than that. It is also related to different types of innovation, various 
designs, structures and mechanisms that may be used to develop the product.
197
 How-
ever to regard it as an external force is inaccurate, since it involves the internal forces 
and the whole capacity in a financial institution to produce innovative products and 
may even constitute an independent department in its own right. The department of 
product development would be a part of the internal organ of the institution that would 
function similarly to the other departments, such as, finance, human resources, market-
ing, or corporate relations. 
 In financial studies, the definition of product development seems similar to fi-
nancial innovation and financial engineering. According to Franklin and Douglas 
(1994), financial innovation refers to the provision of opportunities for risk sharing, or 
intertemporal smoothing. It also refers to any activity that helps firms and individuals 
share risks and smooth fluctuations in income and expenditures.
198
 Meanwhile, finan-
cial engineering is often related to the process which involves mathematical assump-
tions, prototypes, or models in designing, and pricing of innovative financial products 
that offers a better risk-return combination and enhances the profitability for the offer-
ing institutions. It also engages the application of some analytical tools to financial 
problems, especially the pricing and structuring of financial instruments such as the de-
rivatives products.
199
 From this perspective, it seems that the term financial engineering 
and innovation are used interchangeably. Financial innovation seems synonymous to 
the nature of product development in banking, whereas financial engineering is more 
connected to mathematical assumptions. However, financial engineering is also regard-
ed similar to gambling and betting activities, since it involves the calculation of the 
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possibilities and chances of winning, rather than a productivity financial improve-
ment.
200
 
 Product development is critically important to retain customers and survival of 
financial institutions. Customer retention is a result of customer satisfaction and loyalty 
towards the services and products offered by the financial institutions.
201
 A satisfied 
customer is often a regular customer and a great source of referral for the financial in-
stitutions to enhance the features of their products. Without introducing a new product, 
a financial institution is incapable of retaining the customers who may look for other 
banking institutions that can provide better quality services. As a result, the financial 
institutions would be unable to compete with their competitors in the industry, and that 
may jeopardize its existence in the industry. Moreover, product development is also re-
garded as a catalyst for creating interest and energy in the development of the Islamic 
financial services. Thus, effective product development creates a synergy between the 
customers and the financial institutions. Both gains valuable insights from the interac-
tion and this can assist financial providers to better understand the needs of its custom-
ers.
202
 
 Financial services sector is also a highly competitive industry and its products 
are easily imitated by others. Thus, it is important for the product to be sound and prac-
tical in all aspects in order to protect and enhance the reputation of those institutions 
that are offering the products. Furthermore, the trend of deregulation of the financial 
services sector in some jurisdictions has increased. For example, in the United States; 
the regulatory barriers have been loosened up and it has allowed financial providers to 
conduct more activities than it could before. For instance, they can now join more high 
risk investment in order to increase efficiency and growth, and to separate from the 
government intervention in the economy.
203
 Thus, only financial institutions that can 
offer products that are commercially viable and robust can compete in that particular 
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environment.
204
 In the meantime, this could benefit customers, as the increased compe-
tition among financial institutions to provide quality products and services is generally 
favorable to customers. They would have many choices for selecting products that can 
give good results to their needs and interests. 
A banking product constitutes a mixture of many features including size, yield, 
various risks, duration and marketability pricing rules.
205
 The product is developed 
through a complex innovation process by combining these elements. Thus, to compre-
hend the characteristics of the financial product, it would require a specific explanation 
of its features and attributes. Banking products are often referred to as intangible items, 
known as services. Banking products have distinct characteristics such as intangibility, 
simultaneity, heterogeneity, and perishability.
206
 Intangibility simply means services. 
Unlike physical products, it cannot be seen, touched, or examined prior purchasing it 
but can be experienced after being exposed to them and are usually consumed concur-
rently with their production. Secondly, simultaneity means that services bring the cus-
tomers into direct contact with the service delivery system. Therefore, the customers’ 
perception of the quality of the product may be influenced by the appearance of the 
service delivery system, as well as by the quality of the service itself. Thirdly, services 
are heterogeneous – i.e. their quality depends on the performance of the service provid-
er. They may vary from one provider to another over time. Finally, services are perish-
able and cannot be stored, as once they are consumed. This can cause difficulty in man-
aging the supply to meet the demand over the business cycle.
207
 In the meantime, not 
all services are intangible, heterogeneous, and perishable, as some manufactured goods 
may possess one or more of these characteristics.
208
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2.3. Theories of Product Development 
 
 Many studies have been taken to investigate the theories and principles of prod-
uct development in financial institutions including banking sector. In sum, these theo-
ries can be classified into four aspects, namely the theory, process, emergence and fac-
tor of success or failure of product development.
 209
 For the theory aspect, Booz et al. 
(1982) have classified product development into six types, namely new-to-the-world 
products, new product lines, product improvement, product line extensions, reposition-
ing, and cost reductions. In the same way, Lovelock (1984) who studied the nature of 
services, has also divided them into six types of new services, namely major innova-
tions, start-up businesses, new products for the currently served market, product line 
extensions, product improvements and style changes, which is not so different with the 
classification by Booz et al. (1982). 
 In addition, Ansoff (1957) introduced four matrix business strategies for prod-
uct development, which are still being used by many corporate companies to strategize 
their corporate objectives. It is also known as Ansoff’s matrix, which has four elements 
namely; market penetration, product development, market development, and diversifi-
cation. Market penetration is a strategy that uses the same product or service and sells it 
in the present market, where there is no change to strategy, except that the company in-
tensifies the effort to sell the product. Meanwhile, product development is a company 
develops a new product in order to sell it in the existing market. On the other hand, 
market development is a policy where a company uses the present product to introduce 
and sell it in a new market. Finally, diversification strategy deals with a total change in 
the market and product, where the company is required to develop a new product for 
introduction to a new market.
210
 
 The Ansoff’s strategy delineates the technique of improving target markets 
through three strategies, namely new customer, new market dimension or diversifica-
tion. This is done so that newly developed product can be sold in new market segments 
rather than in the existing market or to existing customers and thus enhancing the mix 
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of customers served by the organization. It is also encouraged to diversify the products 
through improving the characteristics of the products, or to diversify the market chan-
nel of distributing the products.
211
 Various approaches and strategies can be taken by a 
firm in order to develop market segments, such as capturing customers from competitor 
firms, to expanding the previously un-served customers in the market. This can be 
achieved through developing market segments that are currently being served, identify-
ing types of customers the firm has, and categorizing customers’ interests in the prod-
uct. The firm needs to use cost effective strategies so they would not end up with 
spending more money in developing a market that they could potentially earn by simp-
ly expanding. Therefore, to maximize business opportunities, the above four elements; 
namely product development, product augmentation, process and market development, 
must be integrated and combined. As financial and banking services may easily be imi-
tated from their counterparts, these institutions need to broaden their market segmenta-
tion through marketing strategies rather than through developing a major innovation in 
services that can be imitated immediately. 
 Johne and Storey (1998) explain that product development is an umbrella term 
embracing improvements and also radical alterations.
212
 They also classified the 
scheme of products in a similar classification as that of Booz et al. (1982), but they ex-
cluded the last two types, i.e.: ‘repositioning’ and ‘cost reduction’. They argued that 
these two concepts are not part of the process of new product development and have 
distinct types of approaches in their own right, which differ from the features of prod-
uct development that they mean. ‘Repositioning’ means making changes to the way of 
the core product features are promoted and made available to customers. This is also 
known as “product augmentation.” Augmentation engages changes in the delivery sys-
tem and supplier’s support to the customers, which do not directly engage with the 
main features of the product.
213
 Additionally, this is also similar to cost reduction, 
where there is no change made to the structure of the actual product. Both approaches 
involve the external features of the product, namely delivery system, promotion, sup-
port system, marketing, and cost reduction, instead of the internal design or the struc-
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ture of the product itself. Product development meant by the authors is a massive altera-
tion, or improvement, or modification made on the structure, of the product.  
 The second element in product development deals with the process in creating a 
new product. It is a blend of multifaceted activities, which involves several stages and 
steps and various departments and units within the firm. The process of product devel-
opment in financial industry comprises of the activities and the distribution of respon-
sibilities among relevant personnel to develop a new product. Theoretically, these pro-
cesses are exercised in a sequence of activities, which starts from idea generation and 
ends with commercialization, but most institutions do not necessarily follow these ac-
tivities, step by step. Sometimes, they also need to repeat the same process and differ-
ent banks have different situations, which makes them flexible with the process. None-
theless, a vital aspect of this process is to have a well-planned scheme that details the 
various phases and steps within each phase, in order to ensure the whole process pro-
gresses timely and ends successfully.
214
 This scheme acts as a roadmap to develop a 
new product. A well-planned process will benefit the firm in a few aspects; introducing 
discipline, reducing technical risk and completion of tasks by a cross-functional team. 
Moreover, elements in the product development process determine the execution time 
and the performance of the product after launch.
215
 It has been evidenced that financial 
institutions have rigorous product development processes and are likely to produce suc-
cessful products.
216
  
 On the other hand, different scholars have suggested other aspects of the pro-
cess of product development. For example, Johne and Harborne (1985) who studied 
specifically product innovation in banks, suggest three main phases of the product de-
velopment process; initiation, evaluation and implementation.
217
 Cooper (1990) on the 
other hand, popularized the concept of stage-gate process, where the product develop-
ment process goes through different phases and checkpoints or gates. At each gate, the 
product is assessed by a relevant authority and decision of ‘go/kill/hold/recycle’ is 
made. The objective of having checkpoints after each development phase is to reduce 
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the probability of failure. By screening good ideas and products, a firm can reduce the 
costs of failed products.
218
 Meanwhile, Cooper (1994) who investigates the product de-
velopment in general conception identifies four stages; preliminary investigation, build-
ing a business case, development, and test and validation.
219
 Avlonities et. al (2001) 
suggests five activities; namely idea generation and screening, business analysis and 
marketing strategy, technical development, testing, and commercializa-
tion/launching.
220
  
 The third element examined in product development is the factors that contrib-
ute to the emergence of new financial product. Silber (1977) argues that constrains-
induced, such as self-imposed (organization rules), market-imposed (external forces) or 
government-imposed (regulator) are identified as drivers to product development.
221
 
Kane (1981) explains that processes and responses towards regulations are part of a cy-
clical interaction between political and economic forces, which also influence product 
innovation in financial institutions.
222
 Miller (1986) claims that the emergence of finan-
cial innovation in the United States since 1960s because to reduce regulations and tax-
es.
223
 Merton (1992) asserts that financial innovation has six purposes for its develop-
ment; namely to mobilize funds across time and space, pool funds, manage risk, extract 
information in supporting decision-making, address moral hazard and asymmetric in-
formation problems, and finally facilitate sale or purchase of goods through payment.
224
 
Tufano (2002) elaborates that financial innovations emerged because of market incom-
pleteness, agency concerns and information asymmetries, minimizing transaction, mar-
keting costs, respond to taxes and regulation, increasing globalization and risks, and 
technological shocks.
225
 Some scholars seem to suggest factors that are close with each 
other, are completely different from their counterparts. Their findings enhanced the un-
derstanding of why a product developed from different perspective. They also may 
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guide the directions, management and the processes of product development which are 
undertaken in a well-organized manner, considering these factors.
226
 
 Finally, the study of product development also examines the factors contribute 
to the success and failure of products as well as top performers from lower performers 
in product development.
227
 Cooper et. al. (1994) found that the success of product de-
velopment depends on not only a perfect execution of activities in product develop-
ment, but also the supporting activities. The supporting activities include opportunity 
analysis, project development, and offer formulation. Opportunity analysis concerns the 
importance of synergy between the new product and the firm strategy. It also involves 
the available resources, expertise and market opportunity.
228
 Meanwhile, project devel-
opment is a formalized process within the firm that manages the functional coordina-
tion between the departments involved in the process (e.g. IT and marketing depart-
ment). It also involves the use of customer contact personnel in the development pro-
cess, top management support, speed of development, testing and a well prepared for-
mal launch. Finally, offer formulation is concerned with the features of the services, or 
in other words, the additional services that support the product. Most of these processes 
are undertaken to fulfil the requirements and ensure the satisfaction of the customers.
229
 
 Another element that leads a product’s success in the market place is the way a 
product is delivered to the customer or a customer is served by the institution providing 
the service or product.
230
 It is emphasized that the expert and professional role of the 
front-line personnel in explaining the services offered by the institutions is very im-
portant. Such skill includes the ability to explain the features, advantages, and benefits 
of the product and the ability to deliver high quality of service in an enthusiastic means 
to the customer, are very essential to impress customers.
231
 A good first impression of 
the customers may result in repetitive consumption of the services and they might go 
back to the same premises for similar services. Customer’s participation and customer’s 
feedback to the delivery of products and other services are important for the firm to im-
prove their service and to make adjustments and changes to the previous services that 
have shortcomings based on the feedback given by the customers. Recently, there has 
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been a study on the financial industry, which reported that the lack of attention to cus-
tomers contributes to the failure of the product offered by the financial institution. 
Therefore, it is necessary for the firm to emphasize on customers’ service including at-
tention, behavior, attitude, requirement, and satisfaction of customers to increase its 
sale and profits.
232
  
 
2.4. Product Development and Innovation 
 
 Product development and innovation are inseparable. Innovation is a process of 
interrelated activities that consumes an enormous amount of time, energy, and financial 
investment. Firms persistently search for optimal means of managing their innovation 
processes.
233
 Innovation is derived from the verb “innovate,” of the Latin root, “novus”, 
which means new. It refers to a new idea, method, device or the process of introducing 
something new, which constitutes two elements, namely product and process.
234
 Prod-
uct refers a new derivative of a product or new corporate security. Meanwhile, process 
refers to the improvements epitomized by the new means of distributing securities, pro-
cessing transactions or pricing transactions. In this respect, the innovation process is 
nothing novel, as there is a difficulty in discerning the phenomenon particularly the de-
gree of newness or novelty in every product. In practice, the difference of both terms is 
not clear, as product and process innovation is often interwoven. For example, the pro-
cesses of promoting a new index linked to a college cash flow with the aim of produc-
ing returns to help parents save to fund their children’s educational cost, is hard to be 
separated from a new indexed investment product, namely a new derivative product, 
which employs this index as underlying asset.
235
  
 The emergence of financial innovation is not merely a matter of chance. This 
can be evident that many financial innovations have existed quietly in the market for 
many years before they became prominent. The product has undergone the gradual pro-
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cess of modification, alteration and improvement, which is also known as innovation 
spiral.
236
 Once a product is created, there will be always and continuously a room for 
improvement and further innovation.
237
 Innovation is generally a firm’s response and 
adaption to the changing conditions of the markets and the environments. In a market-
place that is constantly evolving, firms that do not innovate and come up with new 
products can eventually weaken and die.
238
  
 The innovation process does not ‘unfold in a simple linear sequence of stages 
and sub-stages’ thus firms have to be very flexible in their management. Instead, it ex-
pands into complex bundles of innovative ideas and divergent paths of activities by dif-
ferent organizational units.
239
 Financial firms will also follow a similar path of innova-
tion processes such as the process of signal processing, strategic concept, product and 
market development, and launching. However, sometimes the same processes will be 
repeated to ensure their successful implementation according to the firm’s objectives.240  
 
2.5. Conceptualizing Product Development in Islamic Banking  
 
 Scholars have given many definitions about the concept of product development 
in Islamic banking from various perspectives. Noman (2002) for example explains that 
product development is an effort of Islamic banks to exploit Sharīʿah -compliant new 
ideas and possibilities in order to meet the increasing customers’ demands and re-
quirements. This new product is offered to ensure the value-added of the assets or funds 
invested by the customer, to sustain growth and profitability of the bank. The definition 
provided by the author seems to be similar to the conventional framework; however, he 
attempts to differentiate product development in conventional from Islamic banking 
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through the Sharīʿah values which are embedded throughout the product.241 In the same 
vein, Ayub (2007) explains product development as the process of developing assets 
through innovation and research to cater to the customers’ demands in the most suitable 
way within the parameters of the Sharīʿah governing and legal boundaries. He also in-
cludes the process of reengineering the existing products in accordance with the Islamic 
economic principles and the changing requirements of the businesses.
242
 He attempts to 
associate that product development should be based on Sharīʿah law and to uphold the 
moral and ethical principles.  
Meanwhile, Bakar (2008) tends to regard that product development is a part of 
fiqh discipline, as most Islamic banking products developed must be based on the 
Sharīʿah contracts. It is an essential exercise to create a new product or instrument to 
meet specific requirements, consumers, regulators, industry, or all of these entities. He 
opines that the approach adopted by Islamic banking is different from conventional 
banking where, from his personal observation, he regards that conventional banking 
products are more focused on product enhancement. This is due to the fact, that all the 
financing and deposit products are simply based on the loan contracts. Conventional 
product tends to add some new features to the existing products and describe them as a 
new product. However, this is not the case in Islamic banking products, as new product 
must fundamentally be based on a new concept or contract otherwise, it is just consid-
ered product enhancement.
243
 Unfortunately, he did not give some examples for further 
elaboration on these distinctions. A question can be raised, for example, to what extent 
the new concept is developed in Islamic banking different from conventional banking. 
This is an important question because it has been argued that there is not much differ-
ence between Islamic and conventional products, for example, a contract that is based 
on murābaḥah concept is only different in form but the substances and elements em-
bedded into the product are conventional materials, such as pricing and benchmark.
244
  
Iqbal and Mirarkhor (2007) opine that product development or financial engi-
neering refers to the design and development of innovative financial instruments and 
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processes as well as the search for creative solutions to problems in finance. This pro-
cess may lead to a new consumer-customized financial instrument, or a new security, or 
a new process that ultimately results in reducing costs of funds, increasing return on in-
vestment and/ or expanding opportunities for risk sharing.
245
 Nonetheless, the defini-
tion given by the authors is not much different from the conventional context which at-
tempts to utilize different methods and techniques in the fields of computer science, 
statistics, economics and applied mathematics to devise novel and innovative financial 
products. It also refers sometimes to quantitative analysis, which is regularly used by 
commercial banks and insurance companies.
246
  
Meanwhile, there is a recent concept of product development in Islamic banking 
that it should be classified into two divisions, namely Sharīʿah-based and Sharīʿah-
compliant products. Ahmed (2011) defines Sharīʿah-compliant products, as those that 
only satisfy the form (requirements of contract) and substance (real objectives of the 
contract) of Islamic law but fail to fulfil the objectives of the social goals. While 
Sharīʿah-based are the products that fulfill all the requirements of form and substance 
of Sharīʿah and the financial need of populace, including the poor and small micro en-
terprises. Furthermore, he adds another classification which is pseudo-Islamic products 
that fulfil the forms but not the substance of Sharīʿah and the social needs. Commonly 
the products are structured by using ḥilah (ruses) to circumvent the prohibition of ribā 
and gharar in Sharīʿah.247  
On the other hand, Lahsasna and Hassan (2011) assert that Sharīʿah-based 
products are derived from the contracts which are based on the Qur’ān and the Sunnah 
(primary sources) and other sources of Sharīʿah (secondary sources). The lists of these 
contracts have been deliberated by Muslim scholars through ages such as muḍārabah, 
musharakah, salam, ijārah, and hiwalah. Meanwhile, the latter products are from con-
ventional finance products and then were converted into Islamic products due to their 
importance to the market.
248
 In this regard, they contend that the restructuring of former 
products will not change their nature and criteria. The same contract rules apply regard-
less of the development of the contract in the different application in Islamic banking 
and finance. For example, the contract of salam has been developed into parallel for-
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ward sale (salam mawazi) and used in banking and Islamic capital markets, but the said 
development in the salam contract will not release it from the basic rules that govern 
the contract of salam. On the other hand, one example of Sharīʿah-compliant product is 
that cross-currency swap product is structured by using two simultaneous murabaha 
transactions, (a term and reverse murabahah, are used to generate cash flows similar to 
a conventional currency swap of conventional derivatives products. 
Notwithstanding, Dar (2009) has divided Islamic banking products into three 
categories. First category is a product that fulfils the requirement of public interest 
based on the objectives of Sharīʿah. This effort can be undertaken through public’s 
preference ordering of Maqāṣid al-Sharīʿah (essentials, necessities and luxuries). In 
other words, product that fulfil the essentials should be preferred than necessities or 
luxuries which can be implemented through public policy of government. Second cate-
gory is the fulfilment of normal required contracts (pillars and stipulations of contract) 
and avoidance of Sharīʿah prohibitions (ribā, gharar, maysir and etc.). Thus, any prod-
uct that gives access to liquidity and cash to customer such as fixed return either in the 
form of murābaḥah or ijārah by exchanging fictitious commodity or artificial items can 
be categorized as Sharīʿah-compliant product, if not merely Sharīʿah tolerated. Howev-
er, such product is undesirable by the proponents of Sharīʿah based-product as they ar-
gued the product only fulfil the external form and not the internal substance of econom-
ic transactions. Third category is economic criteria, which focus on the pricing issue 
whereby it implies that Islamic bank should offer lower price of product than conven-
tional banking. However, this category is also less desired by Sharīʿah advisor and even 
Islamic bankers because it does not differ much from the second criteria that emphasiz-
es only on aspect of the characteristics.
249
  
In contrast, Laldin (2009) contends that there is no difference between the two 
approaches. A product is considered as Islamic as long as the product in line with 
Sharīʿah rules. The demarcation is unimportant but the impact of the product to gener-
ate real transaction and the growth of economy is essential. When a product is devel-
oped, the aspect of micro and macro perspectives of Sharīʿah aspects must be observed 
in order to see the good implication of the product in the economic and social sphere. 
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Thus, creativity and innovation play important role in Islamic banking to create a prod-
uct that conform to the theoretical and practical aspect.
250
  
In this respect, there is no standard or a general concept of product development 
in Islamic banking agreed by scholars. Some of the elaborations tend to focus only on a 
narrow understanding of the issues surrounding product development, which circulates 
and emphasizes mostly on the legal perspective or fiqh that is related to the normative 
standards in designing Islamic banking products. This approach is quite different from 
the conventional approach which relies on scientific research that collects data from the 
field and makes conclusions of what is the product that is appropriate for introduction 
to the market. 
Nevertheless, the main point that the scholars agree on is that product develop-
ers must ensure every process undertaken is consistent with the faith of Muslims, ethi-
cal codes (akhlaq) and the rules of Sharīʿah. The demarcation between conventional 
and Islamic bank’s product development is oriented on the religious values upheld by 
the latter. The conventional banking solely seeks profitability without associating with 
religious values, whereas the Islamic banking seeks profitability, but only through a set 
of religious law of Sharīʿah. In order to ascertain the compliance of the banks towards 
the rules, Islamic banks have to follow strictly the Sharīʿah principles proposed by their 
Sharīʿah advisory council, which has a task to issue Sharīʿah decisions, monitor and re-
view the operation of the banks.
251
 Nonetheless, it seems that the concept, types of 
products, rationales, factors of success and failure, as well as processes of product de-
velopment of Islamic banking products are similar to conventional product develop-
ment.
252
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2.6. Principles in Developing Sharīʿah-Compliant Products 
2.6.1. Sharīʿah requirements 
 
 As stated previously, product development in Islamic banking is formulated un-
der a set of religious law of Sharīʿah. The primary concern of developing a Sharīʿah-
compliant product is that the product must satisfy all of the Sharīʿah requirements, 
which refer to the prerequisites required for Islamic banking products to observe in-
cluding the fulfilment of the pillars and the conditions of contracts and avoidance of 
prohibited elements such as, ribā, gharar, and maysir. 253 The fulfilment of contract’s 
pillars and conditions includes the subject matter must be qualified and recognized by 
the Sharīʿah, the clearly spelt out expression of offer and acceptance, and an eligible 
contracting party who is acknowledged by the Sharīʿah. In order to declare a product is 
valid, there is no need to search for affirmative evidence from the textual sources. The 
approach that can be applied by the jurists is only to search for the existence of a clear, 
self-explanatory prohibition, if it does not exist, then the contract or product is regarded 
as valid. Furthermore, the Qur’ān or the Sunnah also does not exhaustively delineate 
the lists of validated transactions, contracts or trades, and when the sources do not ad-
dress any legal rulings of new transactions, it could be presumed that the transactions 
assumed are permissible.
254
 Hence, for any new products created, there is no need to 
search for supportive proofs or evidences from the Qur’ān or the Sunnah or views and 
precedents from the early jurists, because they are generally permissible.  
 It is also important to ensure that all the principles, rulings, legal consequences 
of the contracts must be applied consistently. In other words, contractual forms must 
serve the substance of the contracts, or means must serve the ends. In sale contract, for 
example, among its legal principle is that the seller should transfer the ownership to the 
buyer, whereby the buyer must render the price or consideration to the seller, as agreed. 
If there is legal restriction or stipulation that the contract could not serve the transfera-
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bility of the ownership or the objective of sale contract, then the contract is considered 
as null and void.  
 
2.6.2. Risk taking, risk sharing and risk transfer 
 
 Risk taking refers to the concept that any profit or return of Islamic banking ac-
tivity must be obtained through the risk undertaken by the bank. Any profit or return 
without engaging any risk would be invalid and deem the product or service as being 
non-Sharīʿah-compliant products. This is known as al-kharaj bi daman (the entitlement 
of profits is due to the risk undertaken) and al-ghunm bi al-ghurm (returns are justified 
by taking risks). This can be illustrated as selling something that is not in possession of 
the seller, is prohibited, unless the asset is obtained before its sale. Providing a loan fa-
cility by charging some benefits or increase in the principal on the loan from the bor-
rower is considered null and void, since the profit or benefit obtained is not based on 
the risk taken. However, Islamic bank is also not allowed to develop a product that is 
based on excessive risk taking, such as involvement in gambling or speculative activi-
ties in the stock market or derivatives of the market, as it is equivalent to the gharar 
and maysir elements.  
 Meanwhile, the concept of risk sharing means that the Islamic bank is encour-
aged to develop a product that is based on joined risks, such as in  partnership, since it 
encourages cooperation and responsibility among the parties involved, in realizing the 
profits and the returns. The profit is more justified as every party bears the risk. None-
theless, the concept of risk sharing is not preferable since the nature of risk sharing is 
very risky and hazardous to the banking activity. Problems, such as asymmetric infor-
mation, moral hazard, and adverse selection are among the issues faced by risk sharing 
instruments.  
 As a result, it is preferred that the Islamic bank transfers the risk and this prac-
tice is also known as risk mitigation. It refers to the attempt that the bank undertakes to 
relocate or remove partially or totally the risks assumed to the other party, i.e. customer 
or takāful company.255 Many Islamic banking instruments used to transfer the risk such 
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as salam, kafālah, rahn, security money (hamish jiddiyah), ʿurbun (earnest money) or 
third party guarantee as mediums for transferring and mitigating risks. 
 
2.6.3. Permissibility and freedom of contract 
 
In developing products, Islamic bank also must be concerned with honoring the 
rights and obligations towards the contractual undertaking. This is asserted in the 
Qur’ān that God instructs to trade amongst people in good mutual undertaking (the 
Qur’ān, 4:29) and to fulfil obligations agreed upon as stipulated in the contract (The 
Qur’ān, 5:1).256 This is known in the modern context as a freedom to form a contract, 
which is probably different from the western paradigm of freedom of contract. The 
western conception of freedom of contract emphasizes the degree of freedom to the 
contracting parties to determine independently and without any restrictions the terms 
and objects of their agreement, except if they are contrary to the state’s laws.257 How-
ever, this is different from Islamic banking products, which must abide by the rules and 
the principles of the Islamic religious values.  
Historically, the concept of freedom of contract was not emphasized by the 
classical jurists; however, it became a critical subject due to the influx of western influ-
ence since their increasing influence in the 18
th
 century. Prior to that, most of the clas-
sical scholars only discussed the concept, which circulates around the permissibility of 
inserting certain terms and conditions into the contracts. They hardly discussed the pos-
sibility of formulating any new contract. If there was a new contract that emerged, they 
tended to include the new contract under the nominated contracts, such as sale, leasing, 
partnership, and forward sale. Muslim scholars also do not discuss the general concept 
of contracts in the same manner of the western style, since there was no need to formu-
late the general theory of contract.
258
 This is because, at that particular time, the jurists 
were comfortable to elaborate the rules of contracts based on the cases or casuistry ba-
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sis.
259
 According to Vogel and Samuel (1998), they argue that new contracts can sur-
vive if the new form combines various established nominated contracts recognized by 
the classical scholars in a single name or to form a more complicated application of 
standard contractual relationship.
260
  
Concerning the permissibility of inserting certain stipulations in the contract, 
that has divided Muslim jurists into two factions. First, the opposition camp comprises 
mainly of the Ḥanafīs, Shāfiʿīs and Ẓāhirīs. They strongly oppose any stipulations be-
ing inserted, except conditions that are in line with the legal requirements and conse-
quences of the contracts (muqtada al-ʿaqd), whereas the Ḥanbalīs and Mālikīs are very 
flexible in accepting any stipulations, provided they are not contrary to the Qur’ān and 
the Sunnah.
261
 The latter’s position seems to have been accepted in the modern Islamic 
law, as well as in Islamic banking, which gives the Islamic banks more space to create 
new terms and contracts to fulfil their client’s demands and requirements. 
 
2.6.4. Customary practices 
 
 Sharīʿah also recognizes the customary practices (‘urf) or recurrent practices 
that are acceptable in the society, as one of the sources of Sharīʿah. It becomes a valid 
and pragmatic mechanism, as it is molded directly from the experience, requirements 
and conditions, which are prevalent in the society. ‘Urf, that are not contrary with the 
principles of Sharīʿah law are valid and authoritative, observed and upheld in the 
Sharīʿah. There are many Islamic legal maxims that address the authority of ‘urf, such 
as “custom is authoritative,” and “what is proven by ‘urf is based on the Shari’a proof” 
262
 The recognition of ‘urf, as part of Sharīʿah methodology, which can be observed in 
the Ottoman Mejelle that provides a specific proviso to ‘urf. It stated that whether pub-
lic or personal may be invoked to justify the passing of judgment.
263
 Since banking is 
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currently an essential part of the society, Sharīʿah recognizes the practice as part of its 
system. Hence, services and products, such as, deposit taking, investment, credit cards, 
loans, and mortgages, are recognized as some of the needs of the community. These 
needs and desires must be aligned with the principles of Sharīʿah and the prohibitions 
explicitly dictated in the Sharīʿah, such as ribā, gharar, and maysir. 
 
2.6.5. Maṣlaḥah 
 This principle endorses that the prohibitions dictated in the Qur’ān and the Sun-
nah would not deter Muslims from undertaking any commercial activities. The purpose 
of the prohibitions imposed is to ensure that the contracting parties, involved in con-
tractual agreement have justice and fairness in the exchange. These two principles are 
correlated with the principles of maṣlaḥah (public benefits), which promotes securing 
benefits and preventing harms in any transactional undertaking. Sharīʿah does 
acknowledge maṣlaḥah for the commercial activities, which are not regulated by the 
Lawgiver (either in the Qur’ān or the Sunnah), as long as there is no textual authority 
that prohibits its undertaking, which is known as al-maṣlaḥah al-mursalah (unrestricted 
public benefits) or maṣlaḥah mutlaqah (absolute public benefits). There are a number 
of Islamic legal maxims that emphasizes that a commercial transaction must not be 
harmful to people. This principle was asserted in the famous Islamic legal maxim 
“there is no harm that shall be inflicted or reciprocated in Islam (la darara wala 
dirar)”.264 This legal maxim, which is derived from a hadith, emphasizes that it is for-
bidden to harm people or to reciprocate harm to other people, when one is inflicted 
with harm, except within the boundaries of the rule of law. 
 
2.7. Classification of Islamic Banking Products 
 
It has been avowed that the majority of the financial instruments in the market-
place are not new instruments or revolutionary inventions, but rather they are merely 
fusions of older generation derivatives and/or standard cash market instruments.
265
 As 
part of the international financial landscape, Islamic banking also cannot run away from 
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the fact and the products offered are parallel to the range of conventional banking prod-
ucts, except for those involving “interest” or are embedded with the prohibited ele-
ments. One of the reasons given is that most personnel hired in the Islamic banks are 
from conventional banks that are also educated and trained in the conventional methods 
of banking. As a result, the way that Islamic banks design their products seem similar 
to the conventional banks.
266
 It has also been argued that as a result of competitive 
market forces and in order to realize a rapid commercialization success in the industry, 
it is easier to “pinch” conventional products to make them “Islamic” or “Sharīʿah com-
pliant” or to apply the least-complicated Islamic concepts under conventional regula-
tions, rather than to device a new model/ product from scratch. Consequently, the ap-
proach taken by Islamic banking makes them equivalent to the conventional banking.
267
  
 The core of Islamic banking products is generally derived from trade-related fi-
nancing instruments. In this respect, it means that Islamic banks may be involved di-
rectly in the business by selling and purchasing products. In contrary, the banks do not 
get involved directly in the business but instead they become a middle man to assist 
their clients to get their interested products or services through Sharīʿah compliant 
ways. Normally, Islamic banking products offered in the market could be divided into 
three types of products and services: consumer, corporate and wealth management 
products.  
 Under consumer products, Islamic banks normally offer products that are simi-
larly offered by conventional banks, such as saving and investment accounts, credit 
card facilities and financing facilities. These products are considered as a liability to the 
banks and are kept in the liability side in the balance sheet of the bank. This is because 
they are required to keep safe the deposits taken from their clients or to act as trustee to 
the fund given, which will be invested in selected investments and projects. Sharīʿah 
contracts used to structure such products that are characterized as safekeeping and trust 
contracts, which are included: rahn, wadīʿah, mushārakah (active partnership), 
muḍārabah, and wakalah (agency). Besides, Islamic banks also offer credit card and fi-
nancing facilities, which attempt to facilitate for their clients of acquiring some goods 
or services that they would not have been able to directly purchase at a particular of 
time, due to cash constraint. These products typically use Sharīʿah contracts that cater 
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to debt instruments, such as murābaḥah, tawarrūq, salam, istiṣnā’, mushārakah mu-
tanāqiṣah (diminishing partnership), and ijārah.  
Besides, Islamic banks offer products to cater to the commercial sector - profit 
and non-profit organizations, and large entities, which may include government agen-
cies, companies, institutions, organizations, societies, groups, and unions. The product 
line offered is similar to the range available for the consumer, but the banks diversify 
their services, to include deposit taking, trade financing, working capital, term financ-
ing, and government or special funds. Similarly, the same Sharīʿah contracts as above 
are adopted to structure the product. For example, for deposit taking, the contracts uti-
lized cater to safekeeping or trust, such as wadīʿah or murābaḥah, while for trade fi-
nancing, contracts that have a nature of sales contracts are used, such as sale and lease. 
 Furthermore, Islamic banks also offer wealth management products to clients 
who have surplus funds. The aim of this group is to expand their wealth and return on 
the capital in accordance with Sharīʿah principles. The products are typically developed 
based on the needs and requirements of their clients, who have different risk appetites, 
to assist them in increasing their return and yield objectives through various instru-
ments of investment solutions. It depends on their clients’ goals; either short or long 
term returns, capital growth or fixed income, Islamic banks will invest the funds 
through various mechanisms and instruments such as equities, commodities, and deriv-
atives that comply with the Sharīʿah principles. In this regard, most Sharīʿah contracts 
employed stem from the type of trust, such as muḍārabah, musharakah, and wakalah, 
and sometime most of these contracts are combined with other elements such as waʿd 
(unilateral undertaking), ʿurbun (security money) and others to accommodate modern 
requirements.  
 
2.8. Requirements of Islamic Banking Products 
 
 In the process of developing Islamic banking products, appropriate product re-
quirements must be taken into consideration by the product developers in order to en-
sure that the products developed are in tandem with the modern requirements of bank-
ing. Hence, some of the essential requirements include: customer requirements, pricing 
mechanism, ownership, risk management, and product features. Besides Sharīʿah re-
quirements, these elements are very important for the purpose to accommodate the 
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modern complex needs of banking features needed by the clients. This section will 
briefly discuss these necessary requirements in developing Islamic banking products. 
 
2.8.1. Customer needs 
 
 Banking is a customer service provider. Customers can be divided into various 
categories and sectors, through the process of market segmentation. It can be defined as 
viewing and dividing a heterogeneous market into a number of smaller homogenous 
markets, according to their differing preferences. This helps the bank to precisely cater 
to their varying wants.
268
 The purpose of market segmentation is to increase customer 
satisfaction based on a better understanding of what the customers need and want. Ef-
fective segmentation can lead to better resource allocation, better identification of mar-
ket opportunities, and better marketing strategies. It is very important not only for all 
segments of business but it is also practical for the Islamic financial services and Islam-
ic banking. As competition in financial services markets has increased, companies have 
increasingly adopted segmentation strategies in order to identify customer groups 
whose needs they hope to meet more closely than their competitors.  
 The most widely used approach in financial services segmentation is priori 
segmentation using demographic variables, such as age, life cycle of household and so-
cial class. For example, in lifecycle of household, products offered will be determined 
through the ages of the household. At the age of young executive/professionals, for in-
stance, appropriate products to be offered to them is Islamic credit cards and house fi-
nancing, since these items are necessary for them as young executives. By using these 
variables, differences in the customer segments in terms of behavior can be identified. 
In addition to the demographic approach, psychographic segmentation or benefit seg-
mentation is also used. In psychographic segmentation, developers try to determine the 
expectations, attitudes, motives, and interests that customers have towards financial 
products and services. In benefit segmentation, potential customers are grouped accord-
ing to their desired or expected utility from consuming a product or service.
269
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2.8.2. Pricing 
 
 Price is an amount of money given to compensate something exchanged by two 
parties, for example in sale transaction, where a buyer renders a price in exchange of an 
item by the seller. In Sharīʿah, there is no limit to the amount of money for a seller to 
charge the price of an item, as long as the transaction is made in accordance to the prin-
ciples of Sharīʿah, such as the exchange is done in mutual understanding and there is no 
gharar and ribā in the transaction. It is also acceptable in the Sharīʿah for the contract-
ing parties to defer the payment of money in deferred transaction, but not both; the sub-
ject matter and price.
270
 It is allowed that the credit price is higher than the spot price 
due to the time factor which is involved in determining the value of the contracted item. 
However, this is not allowed in exchanging money for money, since it will trigger the 
issue of ribā al- fadl.  
 At present, the mechanisms to calculate and determine the price and the profit 
rate of Islamic banking products, either sales-based or leased financing, are basically 
benchmarked to the market interest rate such as Base Lending Rate (BLR), Kuala 
Lumpur Interbank Offered Rate, Overnight Policy Rate (OPR) and LIBOR. This has 
raised criticisms among the opponents of Islamic banking that their products do not dif-
fer from conventional products. As the components of Islamic banking pricing are the 
same as conventional banking, therefore the elements of cost of funds, operating cost, 
credit risk, and collateral property risk are taken into consideration in pricing Islamic 
banking products. Even, the output of the product is also the same, which is a debt on a 
customer equal to the sum of money he needed to purchase the item plus financing that 
is charged exceeding the bank’s cost of fund.271 Usmani (1998) urges that Islamic 
banks should get rid of the interest-based benchmark as the bench mark is undesirable 
and does not support the philosophy of Islamic economy that is interest free.
272
 
 There are many studies have been done to find an alternative to the market in-
terest rate, for an Islamic pricing benchmark. One of the studies is made by the Interna-
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tional Sharīʿah Research Academy (ISRA), where the academy has produced a paper 
entitled “Islamic Pricing Benchmark. In this study, the group of the researchers has 
proposed that a pricing system that is based from the underlying asset.
273
 However, the 
proposal has been rejected by the practitioners of Malaysian Islamic banks because it is 
very difficult to run two policies within one banking system in Malaysia. It is argued 
that the model is suitable for private equity ventures and not the banking industry.
274
  
  
2.8.3. Property and ownership 
  
 Property and ownership in Islamic banking is essentially important, since the Is-
lamic banks deal with the exchange of property from one to another party. This is dif-
ferent from conventional banks that do not deal with property and ownership; instead it 
only deals with the exchange of money with money. Money in Sharīʿah is treated as a 
medium of transaction and its functions are to enable trade and business, standard of 
value, unit of account and store of value. Meanwhile, property in Sharīʿah is defined as 
something, which can be benefited, exchangeable, and the destructor of it should be li-
able to pay compensation.
275
Property can be divided into four categories. The first cat-
egory is valuable (mal al-mutaqawwim), such as land, and building, and valueless 
property (mal ghayr al-mutaqawwim) such as pork, and wine, which concerns the type 
of property that Muslim could benefit from. The second type of property is fungible 
(mithl) and non-fungible (qimi), the former refers to replaceable property while the lat-
ter refers to those that are not replaceable. The third type of property is moveable 
(manqul), such as car, book, and shoe, and immovable (aqar), such as building, road, or 
house. This type refers to property which could be transferred from one place to anoth-
er and those that could not be relocated, respectively. Finally, property also can be di-
vided into perishable, thing which parishes by consumption, like food items and non-
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perishable, items that will not be destroyed with repeated use, like an article of cloth-
ing, a car or a house. 
 On the other hand, ownership in Sharīʿah is the right to possess, use, sell, do-
nate, or give as a gift any asset. It also means a control or having an authority over 
something (property/asset/benefit), which impedes someone else from utilizing it and it 
is allowed (as in line with the Sharīʿah principles) for the owner to dispose or deal it, 
from the initiation of acquiring the property/asset, except in the matter, which is prohib-
ited by the Sharīʿah.276 It is not the same as possession, as it is possible to own some-
thing without possessing it, or to possess something without owning it.
277
 It can be di-
vided into two parts, namely full ownership and partial ownership. The former refers to 
an acquisition of absolute ownership of a property physically together with its benefit, 
which can be acquired through contract (ʿaqd), inheritance (mirath) or will (wasiyah). 
The owner of full ownership can utilize both, the corpus and benefit of the property. 
Meanwhile, the latter refers to the type of ownership in which the owner has an authori-
ty over either the corpus (ʿayn) or benefit (manfaʿah) ownership, but not both. The 
owner of corporeal ownership (milk al-ʿayn) has long-lasting proprietorship of the 
property, but he does not have a right to utilize the property.  
 In the meantime, for the owner of beneficial ownership (milk al- manfaʿah), is a 
right to utilize the benefits of the property as long as it is permitted by the legal owner 
or it is in accordance to the terms stipulated in the contract, but not the corporeal prop-
erty. Beneficial ownership may be acquired through five means, namely; ‘iʿarah (phys-
ical/asset loan), ijārah, wasiyah bi al-manfaʿah (will to use benefit), waqf and permis-
sion to use (al-ibahah). This can be illustrated in the contract of lease, where the lessee 
has beneficial right to utilize the benefit of the property, whereas the lessor, as the own-
er of the physical property, does not have any right to utilize the property, when the 
property is rented to the lessee. The lessor has a right to terminate the contract if the 
lessee does not follow the stipulation prescribed in the contract. Meanwhile, the lessee 
is only allowed to utilize the property in accordance with the stipulation specified in the 
lease contract, and he could not exchange or sell the property.
278
  
 The demarcation of the types of property and ownership is very important to Is-
lamic banking, as it will determine which kind of property or asset Islamic banks can 
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deal with. For example, it is argued that option is not regarded as a valid property in 
Sharīʿah; therefore, it is not valid to be traded. According to Usmani (1999), an option 
is a promise to sell or purchase a thing on a specific price within a specified period. 
Such a promise in itself is permissible and is normally binding on the promisor. How-
ever this promise cannot be the subject matter of a sale or purchase, since promise is 
not recognized as a subject for sale. Therefore, the promisor cannot charge the promi-
see a fee for making such a promise.
279
 Similarly, Sharīʿah only recognizes five causes 
of beneficial ownership, as stated previously; however, there is another concept in 
common legal system that gives beneficial ownership to the buyer, as practiced in 
sukuk transaction. This beneficial ownership only gives a right of cash flow to the own-
er (sukuk holder certificate), but not to the asset that is generating the cash. 
 
2.8.4. Risk management 
 
 Generally, risk can be defined as the probability that the future outcome and re-
turn may differ from the expected return.
280
 In order to develop a viable Islamic bank-
ing product, the bank is required to consider the risks that are normally faced by the 
banks. There are many types of risk classified by scholars in managing risks. Risks that 
directly affect the product development process can be divided into financial, business, 
operational risks.
281
 Financial risks are the exposures that result in a direct financial 
loss to the assets and liabilities of a bank, and it is usually associated with leverage that 
obligations and liabilities cannot be met with currents assets.
282
 It is regarded as the 
first risk that appears in the discussion and policy of banking management. Among the 
classified financial risks identified are credit risk, market risk and equity risk. Credit 
risk is associated with the potential risk that a counter party, i.e. customer will fail to 
make payments on his obligations in accordance with the agreed terms. For example, in 
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the case of murābaḥah, Islamic banks are exposed to this type of risk when the client 
fails to pay the amount due in time. Meanwhile, market risk arises in the form of unfa-
vorable price movements such as rate of return, benchmark rates, foreign exchange 
rate, equity and commodity prices, which has a potential impact on the financial value 
of assets over the life of the contract.
283
 Islamic banks are also exposed to equity in-
vestment risks; where there is possibility for the enterprise venture based on the con-
tract of muḍārabah and mushārakah by the banks to not realize the expected return.284 
This is unique to Islamic banks considering that conventional banks do not invest on 
the basis of equity based assets. Islamic bank also may face to operational risk. It is re-
fers to the risk of loss resulting from inadequacy or failure or uncertainty of internal 
process, as related to people or from external risks, including failure of technology, sys-
tem and analytical models.
285
 
 On the other hand, business risks are related to a bank’s business environment, 
including macroeconomics and policy concerns, legal and regulatory factors and over-
all financial sector’s infrastructure such as payment systems and the auditing profes-
sion.
286
 The associated business risk, which is very important in Islamic banks, is the 
rate of return risked. According to Iqbal and Mirarkor (2008), it refers to the uncertain-
ty in the returns earned by Islamic banks on their assets. This uncertainty can cause a 
deviation from expectations that the investment account holders have on liabilities side. 
The larger the divergence, the bigger the rate of return risked. For example, the ex-
pected return of the risk is 5%, but the current market rates rise to 6%, which is higher 
than what the bank may make on its investments. As a result of this scenario, the de-
positors may deviate or withdraw their investment from the account; hence, the bank is 
exposed to another risk, namely displaced commercial risk (DCR).
287
 DCR is a risk 
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where Islamic banks are under pressure to pay return to its depositors, a rate of return 
higher than should be payable under the actual terms of the investment contract.
288
 
 In order to mitigate the risk, a bank normally may decide to waive their portion 
of profits to retain their deposits and thus deter the depositors from withdrawing their 
funds, which probably may adversely affect its own capital that can lead to insolvency 
risks. Therefore, the AAOIFI and the IFSB have created two principles, namely profit 
equalization reserve (PER) and internal rate of return (IRR), to solve the problem.
289
 
Unfortunately, the problem with these principles is that most of the capital invested un-
der muḍārabah by the bank is not from their own fund but from the accumulated de-
positors’ money. It is argued that the act to waive the profit seems to violate the origi-
nal principle of muḍārabah. It appears to be profited by the bank, as the profits materi-
alized from the venture do not affect their share. However, if the bank, i.e. mudarib, 
decides to waive their rights to part or all of the profits in order to satisfy and retain 
their fund providers and deter them from withdrawing their funds, then it is justified as 
there is no involvement of the depositor’s funds. Nevertheless, if the capital is invested 
under the mushārakah contract, probably it can be ruminated as both parties contribute 
their funds in the venture. The IFSB stipulates that the basis for computing the amounts 
deducted must be pre-defined in the contract, and fully revealed by the banks in their 
annual report of the PER and IRR’s deduction in order to avoid any irregularity in 
managing the funds. But to what extent the practice is transparent can still be question-
able, as there has been no research organized so far to investigate the transparency of 
the process.
290
  
 
2.8.5. Product features 
 
 Different products have different contracts and product features. This can be il-
lustrated in murābaḥah financing product. In this respect, the customer identifies the 
intended asset to be purchased to the bank, where the bank will buy the asset on behalf 
of the customer. The bank will assess the risk profile of the customer before promulgat-
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ing the transaction. The bank takes security money (hamish jiddiyah), as a guarantee 
that the customer will purchase the asset. It will be refunded if the customer proceeds to 
fulfil his promise; otherwise the money will be compensated if the customer violates 
his promise. The bank then purchases the asset from the owner on cash basis. The bank 
then sells to the customer and it must disclose the cost and the profit rate that it has tak-
en. The customer has two choices, either to pay in deferred payment or on cash basis. If 
the deferred payment is chosen, then the bank is required to pay instalments, these are 
monthly payments of a fixed amount. The asset becomes the collateral to guarantee the 
monthly payment until all the debt is paid by the customer. 
 In this regard, the bank will scrutinize the terms of financing, such as the cost 
and the rate undertaken as a profit. Normally, this type of financing involves short and 
medium term financing, such as vehicle financing. It also can be used as long term fi-
nancing for a house or heavy machine, which requires some large sum of money. The 
bank also will prudently scrutinize the risk profile of its customer and credit back-
ground in order to evaluate his credit risk. Furthermore, the bank also prepares guaran-
tee, assignment and charge documents for the purpose of guaranteeing the debt of the 
customer.  
 
2.9. Approaches in Developing Islamic Banking Products 
 
 There are many approaches suggested to develop products in Islamic banking. 
However, the present study only discusses some of the approaches that have been in-
troduced in the market, such as follows: 
 
2.9.1. Replication 
  
 The easiest way for developing an Islamic banking product is by replicating the 
conventional product that has been established in the market. It is a simple way to du-
plicate the conventional product, as its structures and features can be retained except 
the underlying principle that must be differentiated. This approach also can be known 
as ḥiyal-based products, where the Islamic banks modify the prohibited products of 
conventional banks to become acceptable and compliant to Islamic principles. If the 
conventional product is interest-based as a principle, then the Islamic product must ap-
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ply another principle that is permissible and Sharīʿah compliant while at the same time, 
it retains the classical features. For example, in conventional banks, the relationship be-
tween the bank and the customer is lending and borrowing. As the former products are 
prohibited as they are interest-inherited products, therefore, the Islamic banks change 
the underlying contract of loan contract to sales-based contract and the name of loan fa-
cility would be substituted with Islamic financing facility. Here, the bank acts as a sell-
er and the customer as a buyer and the payment of the asset purchased can be made by 
a deferred arrangement. This product fulfils the Sharīʿah requirement.291  
 The advantage of this approach is that the customer may easily identify and rec-
ognize the product and the bank does not need to spend an extra effort on marketing 
and advertising, as it is well known in the market.
292
 However, the disadvantage of the 
approach is that the product may not signify itself as having distinctiveness of the Is-
lamic character. It is argued that Islamic banking products should be distinguished from 
conventional product, as the former cannot usurp interest, which is strictly prohibited. 
Thus, this concept may not be considered as a new approach in developing new prod-
ucts in Islamic banking, because change is only made in the form but not the sub-
stance.
293
Since it is based on replication, conventional industry will always be the lead-
er resulting Islamic banking products are the follower of the design of the conventional 
industry. As a result, the product will always be an inferior product to its conventional 
counterpart since the product implies the same objectives for conventional ones, but 
with only the additional prohibitions of Sharīʿah rulings. By the replicating convention-
al product, the Islamic banking products will also face the same problems as conven-
tional ones since conventional products are developed to solve conventional prob-
lems.
294
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According to El-Gamal (2006), Islamic banking products will lose their eco-
nomic efficiency due to the adoption of replication as a model for product develop-
ment. He argues that the process of replication is undertaken through reengineering the 
classical contracts in order to construct the product similarly to conventional ones. As 
interest is prohibited, the alternative is by employing the sales contracts as the substitu-
tion. As such, the Islamic bank needs to bear additional costs that can be avoided such 
as sales tax due to multiple sale transactions embedded in the structure of the contract. 
In the conventional legal framework, each sale is subjected to sales tax but not interest. 
This unfriendly environment has made the products less attractive and expensive espe-
cially in the western countries that do not support the growth of the Islamic banking in-
dustry.
295
 
 
2.9.2. Product augmentation 
 
 Product augmentation or enhancement is extra element added in the existing 
product that aims to strengthen the structure of the product. The purpose of this ap-
proach is to make the product more attractive and financially viable in the market.
296
 It 
is also employed to secure a transaction between the contracting parties. Theoretically, 
such additional elements would not change the existing concept of the product but 
simply add therein more features into the product. 
 A good example is the issue of third party guarantee in muḍārabah contract. 
The original rule of muḍārabah contract is that the entrepreneur is not allowed to guar-
antee the fund provided by the capital provider and its profit. The fact that the capital 
provider is supposed to bear all the losses makes it unpopular from the customer’s per-
spective. Nevertheless, the SACBNM allowed third party guarantee as long as the 
guarantor has no direct interest involved in the investment, the entrepreneur, and the 
capital provider. Strictly speaking, third party guarantee is considered as a volunteer 
party gratuitously wishes to insure the investment in terms of its principal loss and not 
the profit gained. The SACBNM justifies such approach as consistent with the permis-
sibility of kafālah contract that can be applied to the investment as long as the entre-
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preneur and capital provider have no any direct relationship with the third party.
297
 
Third party guarantee would not change the original status of the muḍārabah contract. 
Usually, among the third parties involved in this guarantee scheme are takāful compa-
nies and government-linked firms. This is objectively aimed to attract the investors 
who are risk averse in order for them to invest in the investment project based on 
muḍārabah contract. 
 Other example is the use of waʿd in murābaḥah lil-amr bi al-shira’ 
(murābaḥah purchase-ordered sale), where a buyer approaches, normally an Islamic 
bank to finance the purchase of his asset. This financing is organized systematically 
where the bank first purchases the asset and then subsequently sells it to the customer 
under murābaḥah contract. However, in the original rules of murābaḥah, the buyer is 
not tied to purchase it from the bank after the initial purchase is made, thus this situa-
tion gives rise to some risks (e.g. credit and market risk) faced by the bank if the cus-
tomer refuses to purchase it. In order to secure the transaction, the bank orders the buy-
er to provide a unilateral purchase undertaking (waʿd bi shira) in the promissory 
agreement that he will purchase the asset after the purchase is made by the bank.
298
 
Furthermore, to secure the promissory agreement, hamish jidiyyah (security deposit) is 
imposed on the buyer.
299
 It is the amount paid by the buyer to the bank in order to en-
sure that the buyer is serious in his order of the asset. The promise is binding and if the 
buyer refuses to purchase the asset, the actual loss incurred by the bank shall be made 
good for this amount.
300
  
 Besides, bayʿ al-ʿurbun (earnest money) is another concept used in Islamic 
banking products, especially in murābaḥah types of product. It is the amount paid by 
the client (buyer) to the seller (bank) when the former purchases an asset from the sell-
er. If the customer proceeds with the sale and buys the asset over, then the down pay-
ment will be part of the price; otherwise, the payment will be for the seller. Both con-
cepts have been employed rigorously in modern Islamic banking and are brought into 
new perspective to suit the modern banking environment. This is because the tradition-
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al contracts (murābaḥah, musharakah) are not feasible and cannot be applied directly 
in the contemporary banking business. In other words, these contracts need some ad-
justment to qualify as mechanisms to be used as financially viable instruments in bank-
ing product.
301
  
 It has been stressed previously that these instruments would not change the na-
ture of the existing contract. However, its implementation shows otherwise, where it 
has attracted some criticisms by some scholars. The Ḥanafīs and Shāfiʿīs only concern 
on the form and appearance of the contract and they argue that as long as the contract 
fulfils all the requirements; the pillars and conditions of the contract, it can be consid-
ered as a valid contract.
302
 On the other hand, the Mālikīs and Ḥanbalīs argue that the 
arrangement defeats the original purpose of the concept. For example, the issue of third 
party guarantee for muḍārabah is regarded as a ḥilah that attempts to circumvent ribā. 
In principle, muḍārabah capital is not supposed to be guaranteed and is required to be 
exposed to risks that are (e.g. market and business risks) associated with the invest-
ment. When the capital is guaranteed, it seems that the entrepreneur does not get the 
capital for investment but a loan, since a loan is guaranteed its principal. Thus, they ar-
gue that the contract should be named as a loan and all requirements of the contract 
must be observed instead of it being called muḍārabah.303 Furthermore, this perspec-
tive has argued that it is unimaginable in a practical manner of the modern period for 
an independent entity to provide a benevolent party as a guarantor for the potential loss 
of another party without any specific considerations, be it a monetary consideration or 
services.
304
 Since there is no party to offer a voluntary guarantee, there is an argument 
to allow a fee to be charged as the guarantee. Nonetheless, this also causes Sharīʿah 
problems, if some fee is charged, then the party could be considered as the independent 
third party and has contradicted the principle of voluntary, since it does not charge any 
monetary compensation. The contract could not be called anymore as a voluntary con-
tract but as ijārah or kafālah bi al-ujr (guarantee with fee), which is equivalent to 
commutative contract. When it is similar to commutative contract, then the transaction 
is regarded as the exchange of money with money, which is similar to prohibited ribā 
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al- fadl. In Malaysia, the SACBNM recognizes however third party guarantee as per-
missible to the extent of guaranteeing the capital only and not the profit gained.
305
 
 
2.9.3. Product mutation 
 
 As opposed to product augmentation, product mutation or modification is a pro-
cess that starts with some acceptable Islamic contracts and then adjustments, revisions, 
variations, and adaptations are made in order to suit the contracts to the modern re-
quirements of the banking business. According to al-Suwailem and Hasan (2011), this 
approach could generate an effectively infinite number of products. Given the fact that 
the products at the beginning of the process are all Sharīʿah-compliant, a substantial 
modification of the contract would also be acceptable.
306
 By putting a new dimension 
and perspective to the classical contract, the feasibility of the contract to be offered in 
Islamic banking will be enhanced. 
 The best illustration of a classical contract that has gone through the process of 
modification is istiṣnā’. The contract historically evolved due to the specific needs in 
the areas of manual work such as carpentry, shoemaking, or leather production. How-
ever, this contract gradually grew in modern time and became an important financial 
tool to meet the need of financing major developments in infrastructure and industrial 
projects such as the building of ships, airplanes, large machinery and others. Istiṣnā’ is 
a contract of production and manufacturing, in which a manufacturer is responsible for 
both material and labor in order to deliver a specified item to the customer in future. 
This is similar to the contract of salam whereby the manufactured item is delivered in 
the future. In contrast to the payment of the price in salam which must be paid in ad-
vance, the istiṣnā’ contract permits the payment can be made either in advance or after 
the product is completed. This is also similar to ijārah (leasing) contract as the provider 
of ijārah is responsible for the labor albeit not the material, whereby in istiṣnā’, the 
manufacturer is responsible to provide both elements. The modification and mutation 
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process have resulted in the emergence of a new contract, i.e., istiṣnā’, which has dif-
ferent characteristics from both contracts.
307
   
  
2.9.4. Combination of contracts 
 
 There are many nomenclatures that can represent this approach either, contrac-
tual amalgamation, combination of contracts, or consolidation of multiple contracts. 
This approach has been frequently employed in developing new Islamic banking prod-
ucts where one contract is combined with another contract in a single arrangement to 
achieve specific objectives as desired by the contracting parties and does not partake in 
any separation and division.
308
 Typically, the combination of contracts may include any 
contracts; either commutative contracts (uqud al-muʿawadah), such as sales and lease 
contracts or non-commutative contracts, such as hibah and waqf, or supporting con-
tracts, such as mortgage, guarantee and debt transfer to be combined into a single ar-
rangement. These contracts must be concluded in a separate transaction, since each 
contract has its legal consequences and principles. If each contract combined neglects 
this principle, the combination would be declared as void combination from the 
Sharīʿah perspective. Nonetheless, there is an argument by scholars such as Hammad 
(2005) and al-Umrani (2006) that the combination may not partake to any separation, 
since it will inhibit the desired objectives of the contracting parties to be achieved.
309
 
Whenever the combination is taken from the nominated contracts, the structure of the 
combination must honor each legal consequence (muqtada al-ʿaqd) attached to these 
contracts. This is to avoid any conflict with the Sharīʿah precepts of the contracts com-
bination. 
 The AAOIFI in this respect issued specific parameters in order to regulate the 
use of combination of contracts in Islamic financial services and to avoid the mecha-
nism to be used as a legal stratagem. The first parameter is that the process of combina-
tion must not contradict the explicit sources of the Qur’ān and the Sunnah. If there is an 
explicit source that prohibits certain contracts from being combined for any reason, the 
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product becomes unacceptable in Sharīʿah. Second, the combination of contracts is not 
intended to circumvent impermissible transactions such as bayʿ al-ʿīnah. Third, the 
combination of contracts should not be a means for dealing with ribā transactions. 
Fourth, the contracts combined must not contradict with each other in terms of their le-
gal consequences. For example, a sale (pecuniary contract) cannot be combined with 
loan (non-pecuniary type of contract).
310
  
 A good example of practice in this case is mushārakah mutanāqiṣah, which 
consists of three nominated contracts (ʿuqud al-musamma) combined; mushārakah, 
ijārah and bayʿ contracts with a unilateral undertaking of promise (waʿd).311 The per-
formance of the contract is firstly started with the agreement of the bank and the cus-
tomer to purchase an asset (e.g. a house) as jointly owned (musharakah) through the 
sharing of 80:20 portions of the shares respectively. Afterwards, the bank agrees to rent 
its shares (80%) to the customer. In order to dispose its shares, the bank allows the cus-
tomer to purchase the asset gradually until its shares reach to zero (0%). To secure that 
the customer will make the purchase, a unilateral purchase undertaking is applied by 
the bank in order to guarantee that the customer will buy the shares until they are com-
pleted. It will become a good tool for product development as Sharīʿah gives some flex-
ibility to combine contracts to achieve the desired objectives of the contracting parties. 
Combination of contracts is valid if it passes the test established by the Sharīʿah author-
ities, such as the AAOIFI, and then there is no legal objection for the bank to develop 
any product based on the mechanism.
312
 
 
2.9.5. New contract and product 
 
 Another approach of product development is creating a new contract or devel-
oping a product different from the nominated contracts (ʿuqud musamma) in the classi-
cal Islamic commercial law. Besides, this product may also differ from the existing 
products or in the market. For the first approach, a new contract that will be developed 
must meet specific requirement be it for the customer, regulatory board, or the industry. 
The creation of a new contract is permitted in Sharīʿah as long as it is not contrary to 
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the explicit sources of the Sharīʿah. For example, it is argued that option contract is 
some kind of a new contract in an Islamic commercial transaction.
313
 An option is a 
contract between two parties, one party (the buyer) has the right, but not the obligation, 
to buy or sell a specified asset at a specified price, at or before a specified date, from 
the other party (the seller). The seller of the option has a contingent liability or an obli-
gation to be activated if the buyer exercises that right.”314 The characteristics of the 
contract are not similar to any nominated contracts in the classical fiqh discussion. As 
the methodology of Islamic commercial law is to subsume any new contract under the 
scheme of nominated contract, some scholars (e.g. Kamali and al-Amine) attempt to in-
corporate it under bayʿ al- ʿurbun contract and the option of stipulation (khiyar al-
shart).
315
 
 Securitization is a contract, which cannot be deemed as similar to nominated 
contract. It was originated in the US in the 1970s and within a few decades, it gained 
acceptance as a very important financial product within the conventional banking sec-
tor.
316
 It is a process of issuing securities by selling financial assets identified, as the 
underlying asset to a third party. The purpose of securitization is to liquidate financial 
assets for cash or as an instrument to obtain new funds at a more attractive cost, com-
pared to obtaining funds through direct borrowing from financial institutions.
317
 It is al-
so a process that an issuer creates a financial instrument by combining other financial 
assets and then marketing different tiers of the repackaged instruments to investors. The 
process can encompass any type of financial asset and promote liquidity in the market-
place.
318
 It has been employed in the industry particularly in recent innovations of 
sukuk (investment certificate) issuance based on various Islamic contracts such as 
ijārah, musharakah, bayʿ, salam and others.319 
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2.9.6. Customer preference 
 
Another approach is to structure a product according to customer preferences, 
needs, and satisfaction. In order to understand customer preferences and needs, one 
would require a great deal of research for the financial institutions to explore the poten-
tial customers and their needs. The results of such research would bring a great oppor-
tunity for financial institutions to organize their product development policy. For in-
stance, a customer needs a financing facility that can facilitate his purchase of a house. 
The Islamic bank acts the financier or facilitator by purchasing the property intended by 
the customer first, then the customer is required to purchase back the property from the 
bank. Instead of paying the price of the property in cash, which burdens the customer, 
the bank allows him to pay the price through deferred payments. Besides, this type of 
financing, there are other various mechanisms used in contemporary Islamic banks to 
provide such facilities, for instance, ijārah or ijārah mawsufah al-dhimmah (forward 
lease) or mushārakah mutanāqiṣah. Through these means, the Islamic bank would sat-
isfy the requirement of the customer who needs a house through Islamic financing. 
Both parties enjoy the benefits - the bank gains profit and the client owns the house, 
and both parties achieve their desired objectives.  
 
2.9.7. Market segmentation 
 
 Besides, market segmentation is another approach to develop a new product, as 
asserted by Ansoff (1957). Its objective is to design a marketing mix that precisely 
matches the expectations of customers in the market.
320
 The first matrix is that Islamic 
bank can focus on offering the existing products to the existing customers. The goals of 
this approach are to retain customers and resolve product saturation. Innovation can 
still occur through the service quality offered and the repackaging of existing product, 
to appeal to the existing customer. Secondly, Islamic bank can offer a new product to a 
new customer. The bank needs to develop new products that customers wish for 
through a process of consumer research and creating effective marketing strategies. The 
objective of this approach is similar to the above, which is to retain the existing cus-
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tomers. Thirdly, Islamic bank can offer existing product to new Muslim and non-
Muslim customers. Tackling new Muslim customer can be done by convincing them of 
the primacy of the religious values; the product is Sharīʿah compliant. Non-Muslims 
who might not be interested in the Muslim conviction of ribā, gharar and maysir in the 
transaction can be persuaded by the ethical and moral aspects of the product. Finally, 
Islamic bank may develop a product based on the market expansion where a new prod-
uct can be offered to a new market. This can be done through geographic diversifica-
tion where there is no Islamic bank established especially in the western countries. This 
potential for market penetration is not only to cater to the needs of Muslim but also the 
whole population of non-Muslim.
321
  
 
2.10. Product Approval  
 
 The process of Sharīʿah approval refers to the procedure prior to the commer-
cialization of the product. It must be validated and approved by the Sharīʿah board of 
the Islamic bank. In this respect, the BNM provided a guideline to ensure the transpar-
ency and accountability of the Sharīʿah decision-making made by both bodies. This 
process is regulated by the Sharīʿah governance framework. It is a framework that con-
sists of BoD, Sharīʿah committee, management, Sharīʿah review, Sharīʿah audit, risk 
management, Sharīʿah department and Sharīʿah decision that will observe the process 
of Sharīʿah-decision making is made. BoD is the highest body to oversee all aspects of 
the operations of an Islamic bank including Sharīʿah compliance. Every department and 
organization in the Islamic bank must report to the BoD. Meanwhile, Sharīʿah commit-
tee, with the composition of qualified personnel is the responsible party to deliberate 
Sharīʿah issues engaged and provide sound Sharīʿah decisions (fatawa). On the other 
hand, the management of the bank is accountable to provide sufficient resources, in-
formation, and manpower to support the Sharīʿah governance framework in order to 
ensure its business operations are compliant with the Sharīʿah precepts. Sharīʿah review 
deals with conducting reviews on a continuous basis on the processes, and deliverables 
of operations of Islamic bank in accordance to the Sharīʿah. Meanwhile, Sharīʿah audit 
is exercised on an annual basis to validate the functions and operations of the bank with 
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Sharīʿah. Sharīʿah-compliant risk management is the process to identify all possible 
risks of Sharīʿah non-compliance and the remedial measures that need to be taken to 
reduce the risks. Finally, an internal Sharīʿah team that is responsible to conduct re-
search on the Sharīʿah issues in order to produce Sharīʿah decisions. Once, the Sharīʿah 
decision is obtained, Islamic bank is also responsible to disseminate the Sharīʿah deci-
sion to internal and external shareholders.
322
  
 The processes of Sharīʿah approval involve searching for suitable contracts that 
accommodate the product from the Sharīʿah perspective and justifying the structure of 
the product with various methodologies of Sharīʿah. Once the committee of product 
development approves the product, then it will be presented to the Sharīʿah committee. 
The Sharīʿah committee is responsible to endorse and validate, especially the legal 
documentation of the product. The committee will observe the terms and conditions 
contained in the proposal form, contract, agreement or other legal documentation in ex-
ecuting the transactions. Besides, the committee also will endorse the product manual, 
marketing advertisement, sales illustrations and brochures employed to describe the 
product.
323
 Specifically, the process of Sharīʿah approval can be described in the fol-
lowing stages
324
: 
 
2.10.1. Product design and development 
 
 At this stage, product is designed by the business unit of the Islamic bank, such 
as consumer, finance, risk management, treasury, corporate business or wealth man-
agement department. On the other hand, some of the Islamic banks also form a special 
committee of product development that constitutes of various departments within the 
bank (e.g. IT, Finance, Sharīʿah department), where the design, conceptualization and 
development are discussed among the members of the committee. In this case, the con-
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tribution from Sharīʿah department is important to guide and explain the position of 
Sharīʿah legal rulings with regard to the product to be developed so that it is not deviate 
from the Sharīʿah principles. Sharīʿah department also is required to study extensively 
all aspects of the product, the structure, and the Sharīʿah justifications to be provided 
on the product. Specifically, the responsibility of the department is to ensure that the 
product is Sharīʿah compliant before it is presented at the Sharīʿah committee. The de-
partment is required to evaluate and examine the structure of the product, to identify 
any possible prohibited elements in the product, to seek feedback and advice and to 
amend or to find alternative solution for the product after it was presented at the 
Sharīʿah committee. Furthermore, the paper of the product that will be presented at the 
Sharīʿah committee must include the following details; the name of the product and ob-
jectives of the paper submission, whether the submission is for obtaining the approval 
of the Sharīʿah committee or getting advice or only for notification and information. 
The paper also must provide the background, concept, flow, types of contracts engaged, 
the contracting parties, the rights and obligations of the relevant parties, the issues to be 
deliberated at the Sharīʿah committee and finally the recommendation of the product 
owner on the submitted proposal.
325
  
 
2.10.2. Submission to the Sharīʿah Committee of the bank 
 
 Once all relevant parties engaged in the product development committee agree 
on the product concept, structure and design, then the product is presented at the 
Sharīʿah committee meeting. Sharīʿah department is required to ensure that the meeting 
is attended by all the Sharīʿah members appointed. At that meeting, the product will be 
presented about its concept, feature, structure, Sharīʿah underlying contract used as 
well as some Sharīʿah potential issues confronted by the product. The presentation will 
provide a comprehensive background and the Sharīʿah committee will actively partici-
pate on the presentation to ensure that they fully understand the whole structure of the 
product, prior to making any decision. After deliberation and discussion, the Sharīʿah 
board takes its decision in the form of a resolution (fatwā). The decision may be that 
the board approves the product and it can be launched, or if there are some flaws in 
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terms of Sharīʿah characteristics, some modifications are required to be done so that it 
complies with the Sharīʿah precepts or the board may reject the product, if it does not 
fulfil the Sharīʿah requirement or is contrary to the Sharīʿah precepts.326  
 
2.10.3. Submission to the BNM 
 
 Once the product obtains the approval from the Sharīʿah committee then, it will 
be submitted to the secretariat of the SACBNM. This is the final step; where the prod-
uct is presented at the SACBNM’s meeting and the same processes are rigorously re-
peated where at the final stage of the SACBNM may approve, modify or reject the 
product. In cases where the product needs some modifications, the product goes back to 
the bank. The bank is required to make the adjustments based on the recommendation 
of the SACBNM so that it complies with the requirement of the Sharīʿah.327  
 
2.10.4. Promotion and commercialization 
 
 After the product is approved by the SACBNM, and then finally, the Islamic 
bank may prepare to launch, promote and commercialize the product. Meanwhile, the 
decision of the Sharīʿah board will be recorded and documented, and the endorsement 
of the product will be confirmed at the following meeting by the Sharīʿah board, and 
the case will be closed accordingly.
328
  
 
2.11. Conclusion 
 
The above discussions have presented the basis of product development for Is-
lamic banking practiced in Malaysia. It can be concluded that there is not much differ-
ence with regard to approaches undertaken by the Islamic banks in developing their 
products. The main concern is for Islamic banks to observe the moral and ethical di-
mensions as stated in the Sharīʿah framework. Thus, much attention is paid to the pro-
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cess of Sharīʿah approval. In order to regulate Sharīʿah decision-making, a specific 
Sharīʿah framework has been established by the regulator. This framework will be dis-
cussed next.  
112 
 
CHAPTER 3: LEGAL AND REGULATORY ISSUES IN 
DEVELOPING ISLAMIC BANKING PRODUCTS  
3.1. Introduction  
“Prudential supervision is just as necessary in an Islamic banking framework as in 
conventional banking to reduce risks to the soundness of the banking system and en-
hance banks’ role as active players in the development of the economy” (Errico and 
Farahbaksh, 1999)
329
 
 
The Malaysian Islamic banking industry is highly regulated by a set of legal and 
regulatory framework established by the government (i.e. the Minister of Finance and 
Bank Negara Malaysia). The government through its central agency, namely Bank 
Negara Malaysia monitors the activities and operations of IBIs including the process of 
product development to ensure the product comply with the national legal system and 
the Sharīʿah requirements. The benefit of having a sound legal and regulatory frame-
work is it will protect the rights and obligations of the contracting parties as well as of-
fer public confidence to the industry. On the contrary, the uncertainty and vagueness of 
the legal and regulatory system that regulates the operations and products of Islamic 
banking will create a legal conundrum for the development and advancement of the in-
dustry.
330
 Since, the Islamic banking industry is considered as a new industry, it faces 
various challenges in terms of legal and regulatory infrastructure. 
This chapter aims to discuss the legal and regulatory issues and challenges in 
regulating and monitoring product development in the Malaysian Islamic banking in-
dustry. The first challenge starts with an introduction of Sharīʿah and common law and 
its differences. Thereafter, the chapter will discuss a specific law governs the opera-
tions of Islamic banking, namely the Islamic Financial Services Act 2013 and its cri-
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tiques. This will be followed by a discussion on the role of the Sharīʿah advisory coun-
cil and the Sharīʿah governance system. This is followed with an explanation of legal 
jurisdiction’s issues in the Malaysian legal system. Furthermore, this chapter will dis-
cuss Sharīʿah-compliant risk challenge in the process of product development. Finally, 
this chapter is ended with a discussion on legal documentation of Islamic banking 
products in order to mitigate Sharīʿah-compliant risk. 
 
3.2. Sharīʿah and Common Law 
 
Islamic banking products and services provided by Islamic banks in Malaysia 
currently have been internationally recognized similar to the standard of products and 
services provided by conventional banking system.
331
 In terms of the legal framework, 
however, Islamic banking in Malaysia is still dependent on the conventional legal 
framework, where there are two sets of legal framework are working and regulating Is-
lamic banking operations, namely common law and Sharīʿah. Both legal systems are 
different particularly on the sources and principles. The sources of common legal sys-
tem are derived from customary practices, judiciary law, case law, statutes, and set of 
legal rules. In contrast, Sharīʿah is generally based on the Qur’ānic verses and the Pro-
phetic traditions. These legal rules are then specified by Sharīʿah scholars in the books 
and treatises as well as compressed in the form of legal maxims, al-qawaʿid al-
fiqhiyyah. To be relevant in the modern times, both legal systems are expanded through 
different mechanisms. The common legal system is expanded through precedent cases, 
whereas for Sharīʿah, the mechanisms used to expand are analogical reasoning, consen-
sus, and juristic preference.  
In this respect, Islamic banking has different grounds and principles from con-
ventional banking. This can be illustrated in the conventional banking system, where its 
profit is mostly generated from lending business and rate of interest is considered as the 
backbone of the system. On the other hand, the profit of Islamic banking system must 
be realized through the risk undertaken by the bank as it is prohibited to usurp ribā. 
                                                 
331
 Mohamed Hisham Yahya, Junaina Muḥammad, Abdul Razak Abdul Hadi, “A Comparative Study on 
The Level of Efficiency between Islamic and Conventional Banking Systems in Malaysia,” International 
Journal of Islamic and Middle Eastern Finance and Management 5, no. 1 (2012): 48 – 62; Saiful Azhar 
Rosly; Mohd Afandi Abū Bakar, “Performance of Islamic and mainstream banks in Malaysia,” Interna-
tional Journal of Social Economics 30, no. 12 (2003): 1249-1265. 
114 
 
Thus, Islamic banking requires a different set of legal system, one that would reflect the 
Sharīʿah principles to every operation performed by the bank. Therefore, it does not 
properly work, if the same measures taken to resolve Islamic banking problems
 332
 
The continuing application of common legal system can be noticed since the pe-
riod of British colonization and even after the country was independent in 1957, the 
country still adopts the British legal system. During the colonial period, Sharīʿah law is 
only applied in limited spaces especially in the matter of personal status (munaka-
hat).
333
 The narrowing scopes of Sharīʿah law caused inefficiency of the law to regulate 
the social-economic practices of the country, especially to the new matters, such as Is-
lamic banking and finance.  
Although two legal set of laws have differed to each other, to some extent both 
laws share some similarities. The basic presumption of the common law system main-
tains that it is unfair to treat similar cases differently, even though they happened in dif-
ferent contexts. In common law system, the precedent case is regarded as the sources of 
law for judges to establish the decision and the legal ruling for the new case tried in the 
court. The court will find the common facts inherited by the legal decision made for 
previous cases and decide upon the new case being heard. If it is found that the new 
case inherits similar facts, then the court is bound to follow the legal reasoning made by 
past court’s judgment. This is normally known as the principle of stare decisis (the au-
thority of legal precedent). Nonetheless, if the court finds that the current case is essen-
tially dissimilar from all the previous cases (called as matter of first impression), then 
the court has a power and an obligation to create a new precedent through which it will 
bind future cases.
334
 
On the other hand, Sharīʿah law seems similar to common law in terms of the 
methodology used to derive the law. Sharīʿah jurists or judges in the Sharīʿah courts 
will normally refer to the sources of Sharīʿah, however, as the sources of Sharīʿah only 
provide general directives and not specific codes that would address the problems en-
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countered. Most jurists will search for legal precedents established in the classical 
books or judgments that had been decided by previous jurists or judges. This is similar 
to the common law system, where the judges are required to refer to national laws or 
statutes and the precedent cases, as the source of law, before deciding upon any cas-
es.
335
 If the Sharīʿah judges find that the new case is similar to the old case particularly 
that both cases are based on equal sharing of the underlying effective cause (ʿillah), and 
then they would apply directly the previous legal decision to the new case. This meth-
odology is known as analogical reasoning (qiyas). This also happens in the common 
law system, where if the new cases presented contain very similar facts to those of the 
previous cases, then the court will just follow and apply the same law to the new cases.  
However, when the facts are materially different, both laws will exercise their 
own discretion. Sharīʿah judges will attempt to derive a just ruling based on various 
principles delineated in Islamic legal theory (usul al-fiqh), whereas in common legal 
system, the judge will use his rational, law of equity and rule of law established in the 
common legal system.
336
 On the other hand, the difference between the two legal sys-
tems is only in the original sources. Sharīʿah is based on revealed knowledge (wahy), 
whereas common law is based on customs of the society, which are gradually estab-
lished as a system of law. Nonetheless, although Sharīʿah is based on reveled 
knowledge, it also accepts sources based on customs (‘urf) and public interest 
(maṣlaḥah) specifically in instances where the sources of Sharīʿah do not provide any 
indications (dalalah) for the law. However, the application of sources is restricted, as 
long as they are not contradictory to the universal principles of Sharīʿah law, such as 
the prohibition of ribā, gharar, or maysir.337 
In Malaysia, banking and financial matters are regulated under the principles of 
common law. This is clearly stated in the section 5 of the Civil Law Act 1956 (the CLA 
1956) that the law applied to matters of banking, commercial transactions and finance 
must be the same as applied in England, which is based on common law. This is rein-
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forced in the section 3 of the Act stated that in the absence of the written laws in Ma-
laysia, the applicable laws are the English common laws and rules of equity.
338
 It has 
been argued that common law is capable to regulate the matters of Islamic banking and 
finance. Mohamad (2009) and Trakic (2013) for example contend that common law has 
become the applied law to Malaysia after independence and the change to the estab-
lished legal system requires cost and time to the country.
339
 Furthermore, the infrastruc-
ture of common legal system has been established in the Malaysian legal system, such 
as the judges and legal education. To adopt the requirements of Islamic banking and fi-
nance, the government has established a harmonization committee at Bank Negara Ma-
laysia to address dissimilarity of common law and to propose to the government to 
change the law in order to support and facilitate the development of Islamic banking 
industry.
340
  
Nonetheless, it has been observed that the application of Sharīʿah law is too re-
stricted, as it has no power on Islamic banking matters. Sharīʿah law should become the 
main law of Islamic banking, since it provides all the values and principles for Islamic 
banking products to maintain its Islamicity and fulfill the objectives of Sharīʿah and Is-
lamic economics. Without Sharīʿah law, the Islamicity of the product is doubtful, since 
other legal system cannot provide the same standards and measures similar to Sharīʿah. 
This has created a challenge for Islamic banking industry in Malaysia, as the industry is 
required to abide the national or common law along with the Sharīʿah legal provisions. 
 
3.3. Islamic Financial Services Act 2013 
 
The Malaysian government recently has introduced the Islamic Financial Ser-
vices Act 2013 (the IFSA 2013) to replace the Islamic Banking Act 1983 (the IBA 
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1983) to support and facilitate the development of Islamic banking and finance.
341
 This 
new Act, which is more detail than IBA 1983, aims to promote better financial stability 
and compliance with Sharīʿah principles, as well as to ensure the safety and soundness 
of related activities of the IFIs in Malaysia.
342
 The Act also regulates the operations of 
other financial institutions that deal with Islamic financial transactions. These include 
takāful operators; international Islamic banks; international takāful operators; operators 
of payment systems; issuers of Islamic payment instruments; takāful brokers and Islam-
ic financial advisor; payment systems, the Islamic money market as well as Islamic for-
eign exchange market.
343
  
Furthermore, the Act stresses that every product must comply with the rules and 
principles prescribed by the SACBNM to ensure Islamic banking products are Sharīʿah 
compliant.
344
 All these rules and principles have been compiled in the form of the 
Sharīʿah resolutions of Islamic finance issued by the BNM as well as Sharīʿah commit-
tee appointed by the Islamic banks.
345
 Thus, the IFSA 2013 is not regarded as a sub-
stantive law for Islamic financial services, but a supervisory law intended to regulate 
the industry.
346
 On the other hand, the substantive laws of Islamic banking are provided 
by other legislated laws in the federation, such as the Hire Purchase Act 1967, Compa-
nies Act 1965, Stamp Duty Act 1949, Securities Commission Act 1993, National Land 
Code 1965, the Contracts Act 1950, Real Property Gains Tax Act 1967, Sale of Goods 
Act 1957 and Development Financial Institutions Act 2002, as well as Sharīʿah resolu-
tions made by the SACBNM. The laws provide detailed rules on conventional and Is-
lamic banking products. For example, in order to issue a product based on the 
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murābaḥah concept, in addition to the Sharīʿah principles of murābaḥah, the product 
must at least comply with several acts, such as the Contracts Act 1950, Stamp Act 
1949, Powers of Attorney Act 1949, National Land Code 1965, Trustees Act 1949, 
Companies Act 1965, Strata Titles Act 1985, and Housing Development (Control and 
Licensing) Act 1989, from the beginning of the process of issuing a letter of offer till 
the termination of the contract.
347
  
From the 18 parts listed in the IFSA 2013, only one part addresses the Sharīʿah 
requirements for Islamic banking products. This part is divided into 3 sections. The first 
section highlights the duty of IFIs to ensure the compliance of Sharīʿah principles and 
the power of Central bank to specify standards on Sharīʿah matters. While the second 
section deals with Sharīʿah governance, which requires for the IFIs to establish 
Sharīʿah committee and to observe the compliance of its operations and products, the 
qualifications, duties, cessation, notice of cessation of the Sharīʿah committee mem-
bers, information to be provided by the IFIs to the Sharīʿah committee and qualified 
privilege and duty of confidentiality of the Sharīʿah committee. Finally, the third sec-
tion specifies the responsibility of IFIs to audit their compliance to the Sharīʿah princi-
ples concerning to the products and operations as well as the responsibility of person 
appointed as auditor.
348
  
As compared to the previous the IBA 1983, which provided a general connota-
tion of the types of businesses that Islamic bank that can be involved, the IFSA 2013 
specifies them in details. It defines Islamic banking businesses are Islamic deposits on 
current account, savings account or other similar accounts, with or without the business 
of paying or collecting cheques drawn by or paid by customers. As compared to the 
previous act, the Act specifies the types of Islamic deposit (wadīʿah), which is a sum of 
money accepted or paid in accordance with Sharīʿah principles that Islamic banks will 
be repaid in full, with or without any gains, return or any other consideration in terms 
of money or money’s worth. It also stipulates that the proceeds or gains under the ar-
rangement to be paid to the depositor shall not be less than that sum of money accepted 
previously. This principle attempts to signify the Sharīʿah principles of wadīʿah yad 
damanah (safekeeping with guarantee/with liability), that it is treated as a loan to the 
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bank, where it is not onerous to the bank to pay to the depositor of any compensation. If 
the bank promises to pay some consideration, it will be conceded as ribā349 
Furthermore, the IFSA 2013 excludes the scheme of Islamic deposit from the 
type of money to be paid as bona fide (undertaken in a good faith), such as an instal-
ment or a part payment under a contract of sale, hire or other provision of property or 
services. It is only repayable in the event that the property or services are not, in fact, 
sold, hired, or otherwise provided. The Act also excludes money paid for security of 
performance of a contract or security in respect of any loss, which may result from the 
non-performance of a contract or security for the delivery or return of any property.
350
 
This exclusion of money deposited is also not part of the discussion of Islamic deposit 
(wadīʿah) in Sharīʿah. It also known as bayʿ al-ʿurbun (security deposit) for money ad-
vanced under a contract for the sale. It also may be included under the provision of 
salam or istiṣnā’ sale for performance of a contract or security in respect of any loss, 
which may result from the non-performance of a contract or security for the delivery up 
or return of any property.
351
 
In addition, Islamic bank also may offer other products, such as investment ac-
count, provision of finance and other business approved by the Minister of Finance. In-
vestment account is an account under which is paid and accepted for the purposes of 
investment including for the provision of finance in accordance with Sharīʿah on terms 
that there is no express or implied obligation to repay the money in full, or entitled 
profits. Meanwhile, provision of finance is an arranging for another person to enter into 
the business or activities, which are in accordance with Sharīʿah principles. These in-
clude equity or partnership financing (musharakah, mushārakah mutanāqiṣah and 
muḍārabah), and lease based financing (ijārah, ijārah muntaḥiyah bi al-tamlik and 
ijārah thumma al-bayʿ). Sale based financing is also included one part of the activities 
(istisna’, BBA, bayʿ salam, murābaḥah and musawamah). Furthermore, other busi-
nesses that can be taken up by Islamic banks are currency exchange, fee based activity, 
which is wakalah, purchase of bills of exchange, certificates of Islamic deposit or other 
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negotiable instruments, and the acceptance or guarantee of any liability, obligation or 
duty of any person.
352
  
Besides, the IFSA 2013 also allows derivatives products in the industry. The 
types of derivatives approved are options, swaps, futures, or forward contracts. The Is-
lamic derivatives products refer to those whose values are derived from the value of 
something else, such as Islamic securities, commodities, assets, rates (including profit 
rates or exchange rates) or indices. If the prices of the underlying products fall, the val-
ue of derivatives products also will fall.
353
  
Islamic bank also may involve in Islamic factoring business. It is the business of 
acquiring debts or other financial obligations from any person arising from any transac-
tion based on Sharīʿah principles as well as Islamic foreign exchange market. Further-
more, Islamic bank also may involve Islamic leasing business or sub-leasing movable 
property on hire for specific purposes. For example, the use of such property by the hir-
er or any other person for the purpose of any business, trade, profession or occupation 
or in any commercial, industrial, agricultural or other economic enterprise whatsoever 
where the lessor is the owner of the property. This is regardless of whether the leasing 
is with or without an option to purchase the property. The property that can be leased 
out is the type of movable property, which may include any plant, machinery, equip-
ment or other chattel attached, or to be attached to the earth or fastened or to be fas-
tened, permanently or otherwise, to anything attached to the earth. Another business 
opportunity that Islamic banks may take part in is a service of payment, where the 
banks may devise any instrument, whether tangible or intangible, which would enable a 
person, who applies for the service, to obtain money, goods or services or to make any 
payment on his behalf.
354
  
Having explained of the features of the Act, it is observed that there are some 
inadequacies of essential elements that the Act fails to highlight. The main concern of 
the Act is to ensure the Sharīʿah compliance; however, it does not address any Sharīʿah 
legal ruling about the principles of Sharīʿah, such as the principles of Islamic contract 
law, and the prohibition of ribā, gharar and maysir, which are very important to deter-
mine the Islamicity of Islamic banking and financial products. The emphasis of the Act 
is only on the procedural matters for the bank to ensure its compliance with the 
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Sharīʿah by following the decisions made by the Sharīʿah board.355 All essential com-
ponents of the contract are decided by common laws system. However, some of these 
laws are mismatched with the Sharīʿah principles. For example, in the case of option, 
the law adopted the concept of caveat emptor, which emphasizes that the buyer is 
obliged to discover the truth about the item to be purchased by exercising ordinary dili-
gence, prior to the contract is taking place. This means that if the buyer enters into a 
contract, without examining the goods with ordinary diligence, the contract is regarded 
as valid and he is not entitled to the right of option.
356
 However, this is different with 
the rule of option in Sharīʿah, where the seller is required to disclose the defect of the 
sold item, and if it is not revealed, the buyer has a right of option, namely khiyar al-
tadlis (option of fraud) or khiyar al-ʿayb (option of defect) 357 
Furthermore, the Act only explains very minimal on the rules and the parame-
ters of contracts that are currently practiced in Islamic banking, such as muḍārabah, 
musharakah, murābaḥah, istiṣnā’ or salam. This allows a problem to the practitioners 
since it is not conclusive for them to refer which law to be applied. They cannot refer to 
other Sharīʿah standards issued by other Sharīʿah boards, for example those issued by 
the AAOIFI’s Sharīʿah standards or resolutions issued by the IIFAOIC or other deci-
sions made by Sharīʿah boards of other Muslim countries, since their resolutions and 
jurisdictions are not applicable to the Malaysian legal framework.  
The Act also allows trading of derivatives securities, which have been rejected 
by most Sharīʿah jurists especially in the Middle East as well as Sharīʿah scholars from 
the AAOIFI and IIFAOIC.358 The reason for this opposition is that they are based on 
pure gambling and that it creates fictitious transactions that exchange something that 
does not exist. Options, for example involve a transaction, where its subject matter is 
not an asset that can be accepted in accordance to Sharīʿah. Swaps are also prohibited 
due to the absence of an actual exchange of counter values, which lies on interest pay-
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ment, involving bayʿ al-ʿīnah transaction and deferment of one of the counter values.359 
However, Malaysian Sharīʿah jurists defend derivatives products as valid in the 
Sharīʿah, since they are based on genuine value of the underlying product. For exam-
ple, the SACBNM has approved Islamic Profit Rate Swap Based (IPRS) on bayʿ al-
ʿīnah, which is considered as one type of Islamic derivatives’ products. The council ar-
gues that IPRS’s structure is permissible and is not tantamount to the sale of debt with 
debt (bayʿ al-kali bi al-kali), which is prohibited by the Sharīʿah.360 This creates a chal-
lenge for Islamic banking and banking to harmonize between the requirement of 
Sharīʿah and conventional finance in order to face competitive financial landscape. 
 
3.4. Sharīʿah Advisory Council and Sharīʿah Resolutions 
 
Sharīʿah Advisory Council (SAC) or Sharīʿah Supervisory Board (SSB) is the 
highest Sharīʿah board that interprets Sharīʿah law. It is an independent body of spe-
cialized jurists in fiqh al- muʿāmalāt, as well as other expertises such as economists and 
finance. The board is entrusted with the duty of directing, reviewing, and supervising 
the activities of the Islamic financial institution. Every fatwā or legal opinion and ruling 
issued by the board must be binding by the industry.
361
 Sharīʿah board is very important 
to convince the customers that all operating elements including products and services 
of the bank complies with the Sharīʿah principles. This board carries out fiduciary du-
ties to protect the rights and interests of all stakeholders in the bank. 
The number of the advisors normally depends on the jurisdiction of the bank. 
The AAOIFI, for example, recommends three members and one of the members must 
reside in the country that the bank operationalizes. The main role SAC is to advise and 
monitor the bank’s product and operation to the Sharīʿah precepts and then report the 
results to the BoD of the bank. The integrity of Islamic banking products is greatly de-
pendent on status of Sharīʿah compliance, the impact of products, professional compe-
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tence, and behaviour towards and observance of Sharīʿah norms.362 In Malaysia, SSB is 
normally known as Sharīʿah Advisory Council (SAC). 
Generally, a Sharīʿah board has five functions, namely certifying financial in-
struments for their compliance with the Sharīʿah, verifying transactions for compliance 
with the Sharīʿah, calculating zakah payable, disposing of non-Sharīʿah compliant in-
come, and advising on the distribution of income among investors and shareholders.
363
 
In this respect, the IFSB (2009) has developed five guiding principles to regulate the 
Sharīʿah governance system of SAC. Among others, it deals with various ex-ante and 
ex-post processes considered as essential parts of good governance’s practices interna-
tionally recognised, such as Sharīʿah board, appropriate alignment of incentives; proper 
record keeping, or adoption of a professional code of ethics. The principles also outline 
the area of competence recommended of the Sharīʿah advisors and various measures to 
ensure reasonable expertise and skill-sets in Sharīʿah boards, and to evaluate their per-
formance and professional development. In order to safeguard the independence of the 
Sharīʿah boards, especially from the influence of bank’s management, the standard 
highlights various issues arising from potential conflicts of interest and recommenda-
tion to solve the problem. Furthermore, Sharīʿah members must uphold the confidenti-
ality of the internal information during the course of undergoing their duties. The board 
also must interpret consistently the Sharīʿah rules based on the discipline of fiqh al- 
muʿāmalāt, as far as possible to reach a consensus about the Sharīʿah issues and if they 
cannot reach to unanimous decision, the board must decide on the issue based on the 
simple majority.
364
  
In the Malaysian context, SAC plays an important role to regulate Islamic bank-
ing industry. In this respect, the main functions of SAC are observing the operational 
aspects; approving products; monitoring the Sharīʿah compliance of the products; as 
well as reviewing and auditing all aspects of the operations of the bank, which is 
SACBNM. The council was established in 1997 by BNM, as the highest authority in 
resolving Sharīʿah issues concerning Islamic banking and takaful issues. In this respect, 
the members of the council comprise of an expert in fiqh al- muʿāmalāt and Sharīʿah 
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law, as well as economic and finance subject. The appointment of members of the 
SACBNM shall be made by the Supreme Head of Malaysia on the advice of the Minis-
ter of Finance after consultation with the Central Bank.
365
  
The Central Bank of Malaysia Act (2009) has been amended in order to 
strengthen the role of SAC at the national level. The act delineates in details the func-
tions of the SACBNM.
366
 In this respect, SACBNM has a power to determine the legal 
ruling on Islamic financial services. The Act stresses that the court or arbitrator shall 
take into consideration any published rulings of the SAC for its ruling before deciding 
any cases. The court and arbitrator are also required to refer to SACBNM to obtain ad-
vice or legal ruling pertaining Sharīʿah principles. Under the section 56 of the Act, it al-
so provides that any decision made by the SAC is binding on the IFIs. The impact of 
the above provisions on the Islamic financial industry is that the court of law and arbi-
trators shall refer all Sharīʿah matters and issues related to Islamic financial services to 
the SAC. This is however has not happened in previous the IBA 1983, and the court of 
law and arbitrators are not obligated to refer with the SACBNM’s resolutions in order 
to adjudicate  Islamic banking cases.
367
  
Among the function of SACBNM is to discuss the issue raised by Islamic fi-
nancial institutions regarding Sharīʿah rules. In this respect, the council has compiled 
resolutions or fatawa in a book regarding Islamic financial issues. The book consists of 
resolutions on ijarah, istisna, mudarabah, musharakah, qard, rahn, takaful, tawarruq, 
wadiʿah, wakalah, bayʿ al-dayn, bayʿ al-ʿinah, hibah, ibra, as well as taʿwid and gha-
ramah. The resolution also addresses the issue of new Islamic financial products, 
namely financial derivative instruments, Islamic credit card, hybrid products, and sukuk 
based on bayʿ bithaman ajil. In addition, it also highlights Sharīʿah issues related to the 
operations of supporting institutions in Islamic finance, such Credit Guarantee Corpora-
tion (Malaysia) Berhad, Danajamin Nasional Berhad, Malaysia Deposit Insurance Cor-
poration, and National Mortgage Corporation. Finally, the resolution also focuses on 
various issues in Islamic finance, such as winding up of Islamic banking institutions, 
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accounting and reporting standards in Islamic finance, as well as other related issues to 
Islamic finance.
368
 
In a few recent studies, however, the independence and integrity of SAC have 
been questioned by scholars.
369
 For example, Sheikh Hassan (2012) addresses the issue 
of weaknesses and shortcomings of the Sharīʿah board particularly, the knowledge and 
experience of its members. He asserts that members of Sharīʿah boards are lacking of 
banking’s experience, especially about the modern concept of banking. Their mediocre 
knowledge meant they could hardly participate in discussions about the new products 
presented to them.
370
 Furthermore, the author stresses that Islamic banks face the diffi-
culty in finding Sharīʿah expertise in accounting and finance. Moreover, most members 
of the Sharīʿah board seemed to depend on the research done by Sharīʿah department 
established in the banks in order to give their opinion about the product, instead of their 
independent research.
371
 Furthermore, it is also found Islamic banks adopt the ta-
khayyur (selective opinion) purposely to protect the interest of the bank. In this respect, 
the department responsible for justifying and presenting the product only uses Sharīʿah 
opinions that support its product and would neglect other opinions, which are contrary. 
The study also discloses that the management of the Islamic bank only asks the 
Sharīʿah board to supervise the product only and not the overall activities of the bank. 
Furthermore, the management of Islamic banks also tends to influence the decision of 
Sharīʿah board, where at the initial stage probably the product is not approved, but 
when the management gets involved, the decision would be otherwise. The Sharīʿah 
board itself does not attempt to undertake its roles and functions professionally, as it is 
supposed, while, the management attempts to justify profit as the main objective at any 
rate, although it will dent some elements of the Sharīʿah compliance. Consequently, 
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this would undermine the independence and accountability of Sharīʿah board in carry-
ing their task.
372
  
Furthermore, it is observed that the reliance to the resolutions is insufficient to 
cope with the complexity of Islamic banking industry. In this respect, the nature of the 
fatawa is only to provide a brief answer to the questions asked by the practitioners. 
Typically, fatwā is an Islamic legal opinion given by the muftī (jurist-consult), as a re-
sponse to a question. The nature of fatwā is only to answer the related issues of the 
question and tends to escape other essential elements of the issue asked, although they 
are important. Whereas, the scope of Sharīʿah requirements to determine the validity 
and Islamicity of a contract is very wide and comprises of the pillars, conditions, valid 
and invalid contracts, and the prohibitions. Thus, fatwā could not be the only solution 
to every single case faced by IBIs, due to the limitation of the nature of fatwā. Further-
more, the resolutions are also not gazetted as law to regulate Islamic banking matters, 
which result for the disputed parties have to rely on the common law system. Beside 
the resolutions, the BNM also issued four Sharīʿah parameters to accommodate the 
complex procedures of Islamic commercial law; namely murābaḥah, ijārah, 
musharakah, muḍārabah and istiṣnā’. Among the matters highlight in the parameters 
are the concept and how it can be applied in developing Islamic banking products. 
However, the inadequacy of the parameters, as compared to Sharīʿah standards issued 
by the AAOIFI is that the parameters do not address any Sharīʿah justifications or ra-
tionales why certain rules are adopted.
373
  
Furthermore, the dependence on the resolutions issued by the Sharīʿah advisory 
committee appointed by the bank is also insufficient in resolving the substantive issues 
of Islamic legal rulings. The resolution made by the committee’s members is depended 
on the strong arguments and justifications made by the Sharīʿah officer that presents the 
case to them. If the presentation fails to address some important issues of the structure, 
then the product will not be approved by the committee. If the product is a new case to 
the committee member, they have to discuss rigorously the structure of the product, be-
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fore approving it. It is not sufficient for Sharīʿah officers to depend on the general reso-
lutions issued by the SACBNM, but he/she must take into consideration other opinions, 
such as different legal opinions from different madhahib to support the contract applied 
for the product. In order to ensure that the product is approved, there is a tendency for 
the officer to adopt the opinions that only support the contract and escape other oppos-
ing opinions of Muslim jurists.
374
 
 
3.5. Sharīʿah Governance System 
 
The decision made by the SAC is very important, as it will affect the interest of 
various stakeholders. The SAC has power to terminate or correct contracts that are 
found to be contrary to the Sharīʿah principles. If there is no authority to monitor and 
review the decisions made, then they will jeopardize or threat various interests of 
stakeholders. Therefore, a framework, namely Sharīʿah governance system has been es-
tablished in order to ensure the independence and integrity of the SAC in making its le-
gal decisions. It involves structures and processes must be adopted by stakeholders in 
the IFIs to ensure compliance with Sharīʿah rules and principles. SAC is required to is-
sue Sharīʿah pronouncements appropriately with rigorous deliberation and contempla-
tion of the issues asked by the bank. Once the pronouncements are made, the bank 
should implement all the legal opinion. It is also the responsibility of the bank to dis-
seminate the pronouncements to the operative personnel, who would monitor the day-
to-day compliance with the Sharīʿah. In addition, an internal Sharīʿah audit and review 
must be appointed to verify each transaction is free from the prohibited elements to the 
Sharīʿah. If there are, the department should record, report, address, and rectify the is-
sue. In addition, an annual Sharīʿah compliant review/audit also should be exercised by 
the internal Sharīʿah review/audit to ensure that the bank has complied with the 
Sharīʿah and its results have been duly noticed by the Sharīʿah board. The board must 
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report the results in its annual report on the level of the compliance of the IFIs to the 
Sharīʿah.375  
In this respect, IFSB (2009) also delineates guiding principles for professional 
ethics and conduct to ensure that the board carry its task in due diligence. Each member 
appointed to the board must sound moral character as well as demonstrate competence 
and capability, not only about Sharīʿah, but also about the technical requirement of the 
banking business, the inherent risk therein and the management processes required for 
conducting its operations effectively. Furthermore, SAC should also demonstrate an in-
dependent supervisory role, with sufficient capacity for objective of decision-making 
on Sharīʿah matters. The IFIs in this respect should provide adequate, complete, specif-
ic, and timely information to the board/council to facilitate the decision-making pro-
cess. Each member of the Sharīʿah board must ensure that internal information obtained 
during his duties as a Sharīʿah advisor is kept confidential. Finally, the interpretation, 
judgement, and decision based on fiqh al- muʿāmalāt must be competent, independent, 
and ethical.
376
  
In a similar vein, the BNM also issued a Sharīʿah governance framework com-
parable to the IFSB’s four guiding principles of competence, independence, confidenti-
ality, and consistency.
377
 However, what is stressed out by the BNM is the Sharīʿah 
compliance and research function. In order to ensure Sharīʿah compliance, three pro-
cesses, namely Sharīʿah review, Sharīʿah audit and Sharīʿah -compliant risk manage-
ment must be undertaken. According to the BNM’s framework, Sharīʿah review refers 
to the regular assessment of Sharīʿah compliance of the activities and operations of the 
IBIs by qualified Sharīʿah officers. Meanwhile, Sharīʿah audit signifies independent as-
sessment and objective assurance designed to add value and improve the degree of 
compliance in relation to the IBIs’ business operations. Its main objective is to ensure a 
sound and effective internal control system for Sharīʿah compliance. In addition, 
Sharīʿah -compliant risk management denotes a function to systematically identify, 
measure, monitor, and control Sharīʿah non-compliant risks to mitigate any possibility 
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of non-compliance. The systematic approach of managing Sharīʿah non-compliant risks 
will enable the IBIs to continue its operations and activities effectively without expos-
ing the IBIs to unacceptable levels of risk. On the other hand, Sharīʿah research high-
lights the need to establish an internal unit comprising of qualified Sharīʿah officers to 
conduct pre-product approval process, research, vetting of issues for submission, and 
undertake administrative and secretarial matters relating to the Sharīʿah Committee.378 
 Notwithstanding, the aspect of Sharīʿah governance in Malaysia also has been 
criticized. Hasan (2011) for example argued that majority of IFIs did not evaluate the 
competence of Sharīʿah boards. Some competence’ performance is only evaluated 
through the attendance of Sharīʿah board meeting. There is no an established practice 
of IFIs to assess or evaluate the Sharīʿah board’s performance.379 Furthermore, some 
Sharīʿah scholars lack sufficient understanding of the actual meaning of independence 
in the context of Sharīʿah boards. They failed to differentiate between independence, 
professional independence and practitioner independence.
380
 Independence is very im-
portant to maintain a proper attitude toward planning, performance, and reporting when 
conducting their functions and to avoid any appearance, which may negate the percep-
tion of independence. Furthermore, any element that may negate the public perception 
of its independence, such as the method of appointment, must be eliminated. At this 
point, the method of appointment should be one of the main elements to ensure profes-
sional and practitioner independence as it involves the public perception of and stake-
holders’ confidence in the IFIs.381  
Furthermore, it was found that there is conflict of interest as many Sharīʿah 
scholars sit on various boards of IFIs in the industry. In this respect, Sharīʿah scholars 
argue that they were bound by Islamic ethical principles. They nevertheless agreed that 
there should be limits to such a practice not because of conflict of interest but due to 
time constraint and it would be resolved by overcoming the shortage of Sharīʿah schol-
ars. However, it can be argued they also exposed to mistakes, as they are human beings. 
Conflict of interest may happen when they sit on the boards of numerous IFIs. In order 
to avoid this problem, Hasan (2011) recommends that there must be certain restrictions 
on many appointments of Sharīʿah scholars in Sharīʿah boards. This is purposely to 
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avoid the issue of conflict of interest and to ensure the Sharīʿah board can perform its 
functions effectively.
382
  
Hasan (2011) also found that Sharīʿah scholars also rarely access to all docu-
ments, information, and records that they require for their supervision and verification 
to ensure Sharīʿah compliance. In practice, they primarily rely on the document pre-
sented to them rather than that they proactively examine it. Sharīʿah scholars put their 
trust in the department that provides all the documents and expect that they will not 
hide any information of the product. This position indicates that decisions made by 
Sharīʿah scholars may be determined by the way the IFIs present the documents.383 
Given the above studies, the role of Sharīʿah advisors is not restricted only to 
screen the document or legal structure of product, but also to observe the whole opera-
tion of Islamic banks to ensure that the banks are Sharīʿah compliant. This must be per-
formed through transparent, accountable and integral process delineated in the Sharīʿah 
governance framework. The ultimate objective of Sharīʿah governance is to keep the 
interest of the depositor and stakeholder’s money enhances social justice and welfare in 
Islamic economic system. 
 
3.6. Court Jurisdiction of Islamic Banking 
 
 The appropriate court to adjudicate Islamic banking cases is Sharīʿah courts, 
since the matters of Islamic banking require judges that have knowledge in Sharīʿah 
law. However, in Malaysia, the civil courts are responsible to adjudicate the cases of Is-
lamic banking, as the country practices the common legal system. This has raised many 
legal complexities in terms of Islamic law’s procedures and civil court’s legal system, 
since some of the elements of the two legal systems contradict with each other. There 
are two statutes that restrict the matters of banking and finance from being adjudicated 
in the Sharīʿah courts. Firstly, the CLA 1956 requires the judges to refer to the common 
law system for commercial, banking and business matters. Secondly, the restriction of 
the Federal Constitution binds all matters of finance under the Federal list. In this re-
spect, the jurisprudence of Islamic matters is under the Ninth Schedule of the law, 
which is under the state’s jurisdiction. The federal constitution is the highest law in Ma-
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laysia and any laws contrary to the federal constitution are regarded as null and void. It 
has limited the scope of Sharīʿah, which are related to the customs of Malay practices 
and personal matters, such as marriage, inheritance and will, whereby excluding eco-
nomic and financial transactions, which are also part and parcel of Islamic law.
384
 
In this respect, Sharīʿah courts do not have any legal jurisdiction over the Fed-
eral list, since they are the matter of each state in the federation. The courts have juris-
diction only over persons, who are professing the religion of Islam on the matter of per-
sonal rights, such as marriage, will, and inheritance. Furthermore, Sharīʿah courts are 
under the jurisdiction of state in the Malaysia and each state has its own Sharīʿah 
courts, whereas civil courts are under the federal list and applied to all states. Although 
Sharīʿah courts have its own jurisdiction concerning criminal and civil matters, but the 
power to adjudicate these matters is very limited. The scope of criminal jurisdiction for 
the courts is limited to criminal offences that do not exceed the sentence of three years 
imprisonment, a fine of RM5, 000 and six strokes, or a combination of these punish-
ments.
385
 Although the Sharīʿah courts are given the power to adjudicate cases involved 
in the civil cases, however, they are restricted to hear cases that involve the affairs of 
Muslims within the scope provided in the List II (State List) of the Ninth Schedule 
mentioned in the federal constitution. Nonetheless, the federal constitution gives some 
freedom to the Sharīʿah courts in Article 121 (1A) of the constitution that the Civil 
Court shall not interfere with matters of the Sharīʿah courts.386  
Furthermore, Hamid (2009) argues that Sharīʿah courts could not adjudicate Is-
lamic banking cases, as many related laws, such as; bankruptcy law, companies’ wind-
ing up laws, and land law are outside the jurisdiction of the Sharīʿah courts. He further 
adds that the Sharīʿah judges also are not conversant to related civil laws, since they are 
trained in personal laws, such as marriage, and inheritance. In addition, the consistency 
in judgements by the Sharīʿah courts is very hard to achieve as they are under the juris-
diction of state, which have 14 Sharīʿah courts and 14 appeal courts operating inde-
pendently. This is different to Federal Court, which has only one court in civil court 
system and one appeal court. Moreover, the issues, such as, choice of the forum, ser-
vice of the court’s process, and execution of judgments would be common in Sharīʿah 
courts as there are geographically State courts. Additionally, corporate lawyers who are 
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not Sharīʿah lawyers would not be able to appear in the Sharīʿah courts, since they have 
no qualification to enter the courts. Besides, the documents are drafted by common law 
lawyers in English, following common law precedents, and the Sharīʿah courts are not 
familiar with them. Finally, there will be an issue in relation to reciprocal enforcement 
of judgements of Sharīʿah courts, as the current Reciprocal Enforcement of Judgements 
Act 1958 only applies to the judgments of civil courts.
387
 
On the other hand, it has been argued that the adjudication of Islamic banking 
cases by civil court’s judges has created legal disorder in the Islamic banking industry. 
Jamal (2010) contends that the civil court’s judges are not competent to Sharīʿah law, 
as most of them are trained experts in common legal system but not in Sharīʿah law.388 
Civil court’s judges also never use the principles of Islamic law in deciding Islamic 
banking cases, since they are not competent to the law. Furthermore, in common legal 
system, the judges may apply the principles of equity or create a new legal precedent 
case, if the cases that they adjudicate are new cases to the court. This gives probability 
that the judges may employ Islamic law principles, as Islamic banking and financial 
matters are new to them. However, the judges are reluctant to change the system, since 
most of them are bound to the Civil Act 1957 and lack of knowledge of Sharīʿah law. 
As a result, they could not justify their legal reasoning by using the sources of Islamic 
legal system. In addition, the Malaysian legal system does not provide specific refer-
ences or the equivocal statutes of Islamic legal substantives. Consequently, they could 
not make an accurate judgment that conforms to the Sharīʿah principles and objectives.  
The above issues can be illustrated through a few legal decision made by the 
civil courts’ judges, where they failed to reason their legal decision in accordance with 
the principles of Sharīʿah. For example, in the case of Bank Islam Malaysia Berhad 
versus Adnan b. Omar, the judge regarded BBA, as a loan, failing to see that it is a sale 
transaction with deferred payment. The use of loan term deviates from the original 
principle of loan in Sharīʿah. In loan transaction, if there is an increase from the princi-
pal, it is considered ribā, while any increase in sale transaction, it is considered as prof-
it, and it is permissible. The judge also decided that Sharīʿah courts only have the pow-
er over the belivers of the Islamic religion. However, as Islamic bank is a corporate en-
tity, which has no religion, hence, the Sharīʿah courts do not have power to adjudicate 
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the case. The relevant law under constitutional law is commercial law, which is under 
the provision of federal statutes and English law. The judge did not refer to any Islamic 
legal substance, when he decided the case.
389
  
In another disputed case between Tinta Press Sdn. Bhd. versus Bank Islam Ma-
laysia Berhad involving ijārah contract, the judge evaluated the cases from the per-
spective of lease contract in conventional law, without referring to any legal concept of 
ijārah. It is unfortunate case, when the first document drafter between the bank and its 
customer; they made it in accordance to the principles of Sharīʿah endorsed by Sharīʿah 
advisory board. When they disputed about the terms and conditions of the facility, the 
law relied on a conventional law of lease.
390
 Furthermore, some judges do agree with 
the concept and principles applied in their legal rulings of Islamic banking cases; how-
ever, they are unable to refer to the original sources of the principle applied for the con-
tract. For example in the case between Dato’Haji Nik Mahmud bin Daud versus Bank 
Islam Malaysia Berhad, which was also related to the application of BBA, the judge 
did not refer to the contract as applied in Islamic banking, instead he referred to the 
contract as was applied in other written statutes of common law in Malaysia. The judge 
also indicated that there is no transfer of ownership, from the plaintiff to the defendant 
and that the process of the transfer of ownership is regarded as “procedural arrange-
ment” to complete the required process in Islamic legal documentation.391 In the case of 
Bank Islam Malaysia Berhad versus Shamsuddin bin Haji Ahmad, the judge used the 
term of interest in loan transaction, whereas, the concept applied in the contract was 
BBA.
392
 In the case of Tahan Steel Corporation Sdn Bhd versus Bank Islam Malaysia 
Bhd involving istiṣnā’ facility, the judge again did not to refer any concept of istiṣnā’ in 
Islamic banking, but the judge referred to other statutes of common legal system and 
failed to appreciate the relevancy of Islamic law in his judgement.
393
  
Nonetheless, the landmark case to indicate the inadequacy of civil courts’ judg-
es to explain the principles and rules of Sharīʿah contract can be obviously seen in the 
case Arab-Malaysian Finance Bhd (plaintiff) versus Taman Ihsan Jaya Sdn Bhd and 
Ors (defendant). In this case, the presiding judge decided that a product based on BBA 
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is not a bona fide sale but a financing transaction or loan transaction, which rendered 
the profit gained under the riba-like financing scheme as contrary to the IBA 1983 or 
the Banking and Financial Institutions Act 1989 (‘the BAFIA’).394 The judge contended 
that it is a financing facility, similar to conventional loan financing product; hence, it is 
under civil jurisdiction, where it must be evaluated under the common law system and 
not under the Sharīʿah courts. The product is also evaluated as to whether the contract 
applied therein is consistent with the Sharīʿah, as clearly stated in the IBA 1983. The 
judge claimed there are no laws or statutes in the federation in which the court may re-
fer to interpret the contract. The IBA 1983 only provides a general provision that the 
aims and operations of the bank shall not be contrary with any elements that are not ap-
proved by the Islamic religion. However, the Act did not elaborate in detail all the pro-
visions and rules related to BBA contract. The judge was of the opinion that it is his re-
sponsibility to interpret the contract so that it does not contravene with the Islamic reli-
gion
395
 
Furthermore, the judge was also of the opinion that there is no specific Islamic 
legal school (madhhab) prevailed in the interpretation of Islamic religion. What was 
important, according to the judge, was that the product must not involve any elements 
that are not approved by religion of Islam as interpreted by any of the recognized 
madhahib, and if any particular school had forbidden the transaction, then it was suffi-
cient for the court to prohibit it.
396
 Furthermore, the judge also attempted to interpret 
the meaning of ribā, by comparing loan and a bona fide sale transaction. According to 
the judge, the prohibition of ribā in the religion of Islam is excessive hardship hence he 
sees that the profit taken by Islamic bank causes hardship to the buyer to pay it and is 
significantly higher than conventional loan. The judge concluded that since the profit 
by the bank is higher than normal conventional interest then the product should not be 
approved in the Islamic religion.
397
 The consequence of the judgment is that the plain-
tiffs were not entitled to claim the profit of the sale. Instead, the court ordered that the 
plaintiffs were only entitled to claim for the purchase price (original price) and the 
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judge viewed that his opinion is an equitable interpretation.
398
 Besides, the judge also 
maintained that its judicial function was to apply the Islamic principles in Islamic 
transactions in such a way as to ensure that the transactions are implemented in accord-
ance with the Islamic religion. Hence, in exercising this function, the judge opined that 
it was not necessary for him to refer to the resolution provided by SAC for advice. This 
is because there were no statutes or laws that required the court to be bound to their le-
gal advice.
399
  
Since the judge ruled the contract is void; therefore, section 66 of the Contracts 
Act 1950 is applied.
400
 Therefore, the defendant is only required to pay the purchase 
price and not the profit to the plaintiffs. The impact of the ruling is that it will endanger 
the whole industry. The consequence of this decision is that it would change the current 
practices of Islamic banks and financial institutions in requesting for the balance sale 
price when a default occurs. Hence, this will deny Islamic banks and financial institu-
tions from claiming their profit based on the BBA financing facilities.
401
 Islamic bank-
ers also feared that the judgment could mean the current BBA financing clients would 
only need to pay the facility amount, not honour the profit portion. This would cost Is-
lamic banks billion of Malaysian ringgit, since most the financing facilities in Malaysia 
are operated under the BBA concept.
402
 The judgment also will lead to prohibition of 
other Islamic banking products that are developed and structured on the same edifice, 
such as bayʿ al-ʿinah, tawarruq, murabahah lil amr bi al-shira, ijarah muntahiyah bi 
tamlik as well as sukuk mudarabah, musharakah, ijarah and wakalah. Furthermore, the 
judge also seems to recognize that BBA is not a sale but a loan transaction employed 
only as a mechanism of ḥilah (legal artifice) to evade the interest. 
In this respect, Azhari (2009) observes that the judge was wrong to state that 
there were not enough legislations to adjudicate the case, since Malaysian legal statutes 
and laws provide more than sufficient laws, other than the IBA 1983 and the BAFIA 
1989. Furthermore, she also asserted that the judge also was mistaken to rule that if any 
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of the recognised madhahib stated that an element was not approved by Islam, then the 
said pronouncement must be valid according to Islam. There is no need for anonymous 
agreement to state a particular contract is invalid and it is sufficient if only one madh-
hab states the contract is invalid. Contrary to the judge’s conservative stand, many 
state’s legislation had interpreted Islamic legal provision in a more flexible liberal way, 
where it is understood as “Islamic law according to any recognised madhhab”. Thus, it 
is opined that if any of the recognised madhahib accept the contract to be consistent 
with Sharīʿah, it should be valid according to Islam. Moreover, she also insisted that the 
interpretation of the judge on ribā was mistaken. This is because ribā is not merely an 
increase or an excess in a transaction, but also other factors should be taken into con-
sideration, such as the combination of contracts between loan and sale, which was pro-
hibited by the Prophet or a profit that is not realized through risk could also make the 
contract is forbidden. In a sale transaction, profit is realized due to the transaction be-
tween the seller and buyer, and it should be differentiated from a loan’s transaction. 
Loan contracts in Sharīʿah are voluntary deeds and whatever amount increases from the 
principal, it is considered ribā. It is not an equitable interpretation to regard the profit 
realized in sales as equivalent to the increase in loan transactions.
403
 
Nonetheless, the decision made by the judge Abdul Wahab Patail was overruled 
by the Appeal Court in 2009 and it was stated that decision was erroneous. The Appeal 
court found the presided judge on the case had erred to equate profit with ribā, misin-
terpreted a key definition in the Islamic banking rules and had side stepped earlier rul-
ing made by the Supreme Court on the similar cases. The Appeal court ruled that a 
BBA contract is a sale transaction and not a loan agreement. The profit of BBA is dif-
ferent from interest arising from a loan transaction hence they are diversely different 
and diametrically opposed transactions.
404
 Furthermore, the issues of the inadequacy of 
the civil court’s judges in interpreting Sharīʿah have been lessened by the enactment of 
section 57 of the CBMA 2009. In that particular subsection, it specifically provides a 
discretional power to the SACBNM to interpret and decide Sharīʿah rules pertaining to 
Islamic commercial law and the decision made by the council is binding to the whole 
industry. Hence, the judges could not make any arbitrary judgments before consultation 
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is made with the council. Furthermore, this provision will on the other hand expose the 
judges to the element of Sharīʿah in their legal decision.  
The decision to obligate the civil court’s judges to refer with the SACBNM res-
olutions is observed to have restricted the independency and power of the judges to use 
his discretion in deciding of Islamic banking cases. In common law legal system, prin-
cipally, the judges that adjudicate any cases have been given a discrete authority to de-
cide the cases under his jurisdiction. The restriction of the law will reduce the judges’ 
authority. Furthermore, if the council is given incorrect facts of the cases or has differ-
ent opinions than the judges, the defendant or plaintiff would not receive fair decision, 
since the decision made by the council is binding to the court. To solve this issue, it is 
proposed that the judges must be trained by providing with sufficient knowledge of 
Sharīʿah and capability to refer to the sources of Sharīʿah in order for them to make 
their own legal opinion or ijtihad. External opinions, such as from the SACBNM can 
be permitted, but not to the extent that their opinion will be binding to the court, since 
the trained judges are capable of deciding the cases by their ijtihad. In addition, since 
the current acts and statutes that regulate Islamic banking products do not completely 
constitute of the substantive Islamic commercial laws, it is proposed that the acts must 
be amended in order to accommodate the requirements of Sharīʿah principles.  
 In this regard, the opponents of the judgment observed that the profit of BBA 
taken by the bank should not be resembled with riba, since the customer and bank en-
tered into two separate and independent contracts through bayʿ al-ʿinah, which is valid 
under the Sharīʿah law interpreted by SACBNM. The transaction could be done imme-
diately by only exchanging legal document of the contract and the house is considered 
has exchanged in hand. Therefore, there is no reason to prohibit the transaction, since 
the contracting parties followed the exact rules of combination of contracts (in combi-
nation of contracts’ rules, as issued by SACBNM, if the parties would like to combine 
any contracts, it must be done in a separate transaction).
405
 However, from other per-
spective, although the legal reasoning of the judge was flawed, but the essence and sub-
stance of the prohibition of BBA is right and correct. From the whole perspective, the 
objective of the arrangement is to finance the purchasing of the house, where the bank 
does not bear any risks, especially ownership risk and equity risk, which should be 
borne by the seller under the Sharīʿah law. In the actual sense, the bank only acts as a 
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lender rather than a seller. However, this legal reasoning could be employed in the 
judgment, i.e. to observe the legal substantive or intention of the contracting parties, 
since such approach is not recognized under the Malaysian law. Furthermore, there is 
no legal statute of the Malaysian laws that could support the prohibition of the transac-
tion based on the intention of the contracting parties, which is to circumvent the prohi-
bition against riba. Such prohibition only can be observed as a moral or ethical obliga-
tion that should be avoided rather than a legal duty to be observed by the contracting 
parties.  
 
3.7. Sharīʿah Compliant Risk  
 
Another legal challenge in developing Islamic banking products is related to the 
compliance with Sharīʿah rules, as non-compliance to the Sharīʿah will lead to the ex-
posure of the product to risk. In this regard, risk is considered the life and blood of 
managing banking business. Islamic banks also may expose to various risks similar to 
conventional banks. A well-performing Islamic bank is viewed on how good the bank 
can manage its risk profile and products. Among the key risks exposed by Islamic 
banks are equity investment risk, liquidity risk, market risk, credit risk, rate of return 
risk and operational risk, as well as legal risk, which are common to financial and bank-
ing institutions. Although other risks are important to be discussed in this respect, this 
study concentrates to emphasize on risk that related to Sharīʿah compliant process in 
product development, namely Sharīʿah-compliant risk. It refers to Islamic bank’s fail-
ure to comply with the Sharīʿah rules and principles determined by the Sharīʿah Board 
of the IFIs or the authorized body that interpret the rules of Sharīʿah.406 It is a unique 
risk, which is not found in conventional risk management’s framework. However, the 
scope of Sharīʿah-compliant risk that is currently practiced emphasizes on the financial, 
contractual transactions and operational aspects of the products, but not the whole as-
pect of the Islamic banking system.
407
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There are many reasons of IBIs are exposed to Sharīʿah-compliant risk, among 
others, are ribā, gharar, maysir, fraud (tahgrir), inequality (ghubn), mistake (ghalat), 
duress (ikrah), unfair exploitation (istighlal) and adhesion (idhʿan). Other cause in-
cludes the non-standardized practices in judicial decision in different jurisdiction re-
gions with respect to certain contracts, such as tawarrūq, bayʿ al-ʿīnah, bayʿ al-dayn 
and bayʿ al-wafa may cause Sharīʿah-compliant risk. 408 They typically occur between 
two legal systems of jurisdiction at international level whereby some Sharīʿah commit-
tees have adopted different standards with other legal jurisdiction and subsequently, it 
will affect other requirements and systems. For example, different adoptions of 
Sharīʿah rules sometimes results in differences in financial reporting, auditing, and ac-
counting treatments by Islamic banks. This notion occurs while some Muslim jurists 
contemplate the term of a murābaḥah or istiṣnā’ contract to be binding on the buyer 
and others argue that the buyer has the option to decline even after placing an order and 
paying the commitment fee. While each practice is supported by different school of Is-
lamic law, the bank’s risk is higher in non-binding cases and it may lead to potential lit-
igation problem in case of unsettled transactions.
409
 Furthermore, Islamic banks will be 
exposed to Sharīʿah-compliant risk, if the essential pillars and conditions of contracts 
are not fulfilled.
410
  
Lack of scrutinizing the process of product development and implementation of 
the product may also cause Islamic banks to be exposed to Sharīʿah-compliant risk. The 
process of product development normally starts with the presentation of the product to 
the Sharīʿah board. A representative of product developer’s team must present and de-
scribe all the features, structures, underlying asset securities, different types of con-
tracts, charges, fees, and other necessary details. The presenter should not hide any-
thing from the knowledge of Sharīʿah board, including the dissident opinions of the 
contract proposed for the product in order for the board to make judicious decision 
about the product. The board may suggest some improvement and recommendations 
based on the presentation given.
411
 However, if the product developer conceals some 
elements from the knowledge of the board, it may cause Sharīʿah-compliant risk. In 
combination of contracts that involves muḍārabah contract, for instance, the element of 
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guarantee should not be imposed on the contract, and the provision of guarantee is only 
allowed when the aspect of negligence or breach of contract is revealed.
412
 Similarly, 
the entrepreneur is also not allowed to promise to purchase back the asset given as capi-
tal at an original price, when the venture incurs loss or failure to realize any return or 
profit. This is because it is tantamount to capital guaranteed, which is prohibited for the 
contract.
413
   
Another factor that may trigger Sharīʿah-compliant risk to Islamic bank is non-
compliance with the principles of Islamic accounting system. Islamic accounting is the 
process of providing appropriate information to stakeholders of IBIs, which enables 
them to ensure that the bank are continuously operating within the bounds of Sharīʿah 
and delivering its socioeconomic services.
414
 Thus, the IBIs shall keep track of income 
that is not recognized arising out of Sharīʿah non-compliance and assess the probability 
of similar cases arising in the future. Based on historical reviews and potential areas of 
Sharīʿah non-compliance, the IBIs may assess potential profits that could not be recog-
nized as eligible IBIs’ profits. All the prohibited earning such as interest, uncertain ac-
tivities and gambling should be disposed according to the Sharīʿah principles as rec-
ommended by the Sharīʿah committee. The best method of the compliance is to observe 
the ready-made accounting system issued by the AAOIFI, which was prepared and rec-
ognized by the Muslim jurists, who consulted the institution.
415
  
The negligence of the responsible party to conduct Sharīʿah compliant audit and 
review also cause Sharīʿah-compliant risk. Both tasks must be diligently managed by 
IBIs in order to ensure that the product and the operations regularly comply with the 
Sharīʿah principles, the fatwā, policies, and procedures approved by the IBIs’ Sharīʿah 
Board.
416
 Sharīʿah audit can be exercised as ex-ante (pre-audit) and ex-post (post-
audit). Ex ante means the reviewing, monitoring, and controlling tasks before the prod-
uct is approved (i.e. during the designing of the contracts and agreement). Ex-post is to 
undertake the Sharīʿah compliant process, which requires the Sharīʿah committee 
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members or the Sharīʿah internal officers to check the transactions that took place after 
the execution of the contracts.
417
  
Finally, the factor of the unawareness to other Sharīʿah boards’ pronouncement 
may also cause Sharīʿah-compliant risk, if Islamic banks operate outside of their differ-
ent legal jurisdiction. Sharīʿah rules may be interpreted differently according to the 
place, time, and situation as well to the understanding of the Sharīʿah members towards 
the case presented to them.
418
 This can be observed in the case of differing Sharīʿah in-
terpretations between the Middle East and Malaysian jurists with regard to certain con-
tracts applicability in the Islamic banking industry. For example, the IIFAOIC pro-
nounces organized tawarrūq, as impermissible because it is considered as a deception 
to get the additional quick cash from the contract. Hence, the transaction is considered 
to be containing the element of ribā.419 
The consequence of the non-compliance to Islamic banks is the risk of dissolu-
tion of the contract, which will lead to other common risks, such as credit, market, li-
quidity, and reputational risk.
420
 In addition, this will also lead to the most important 
risk in legal and regulatory framework, namely legal risk. It is a potential loss arising 
from uncertainty of legal actions and proceeding, such as bankruptcy, foreclosure, law-
suit, and fines.
421
 The banks will be exposed to risk especially when the client is default 
to pay his debt. Islamic banks in this respect will take a legal action of court to order 
the client to pay the debt. However, in certain cases, the client takes an opportunity to 
question the legality of legal document and claims that the document is not Sharīʿah 
compliant and this triggers Sharīʿah compliant and legal risk. For example in the case 
of Dato’Haji Nik Mahmud bin Daud versus. Bank Islam Malaysia Berhad, the plaintiff 
(Dato’ Haji Nik Mahmud) claims that the product offered by the defendant (Bank Is-
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lam) is contrary to the principles of Islam or non-Sharīʿah compliance.422 In this case, 
the client tries to gain court’s order to declare the contract void and null from the incep-
tion. As a result, this occasion exposes the bank to legal risks. If the bank is defeated, it 
will affect the product and the operational aspect of the bank as well as other legal im-
plications such as foreclosure and lawsuit. 
In this regard, the IFSB delineates some solutions for Islamic banks to avoid and 
mitigate Sharīʿah-compliant as well as legal risk. In order to ensure Islamic banks com-
ply with the decision of the Sharīʿah board, the IFSB stated that the banks shall have in 
place adequate systems and controls, namely Sharīʿah governance system.423 Further-
more, the banks also must comply at all times with the Sharīʿah rules and principles de-
termined by the relevant body in the jurisdiction in which they operate with respect to 
their products and activities. This requires the banks to ensure bank’s operations, such 
as deposit acceptance and investment account, financing and investment services are 
Sharīʿah compliant. 424 In the jurisdiction that does not have a central authority body to 
observe Sharīʿah matters, the banks shall abide with their own Sharīʿah Board or schol-
ar whose opinions on the Sharīʿah rules and principles are issued.425 In Malaysia, the 
compliance of the Sharīʿah rules is undertaken by Sharīʿah committee at institutional 
level and the SACBNM at national level.  
In addition, Islamic banks also must ensure that the contractual documentation 
conforms to the Sharīʿah rules and principles of pillars and conditions of contracts. 
These include the formation, termination and elements possibly affecting contract per-
formance such as fraud, misrepresentation, duress or any other rights and obligations. 
In order to ensure continuous Sharīʿah compliance, Islamic banks must undertake a 
Sharīʿah compliance review at least annually, performed either by a separate Sharīʿah 
control department or by persons having the required knowledge and expertise for the 
purpose. The purpose of this review is to ensure that the nature of the IBIs’ financing 
and equity investment, and the operations of the bank are executed in adherence to the 
applicable Sharīʿah rules and principles in the fatwā, policies and procedures approved 
by the IBIs’ Sharīʿah Board. IBIs also shall keep track of income not recognized arising 
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out of Sharīʿah non-compliance and assess the probability of similar cases arising in the 
future. Based on historical reviews and potential areas of Sharīʿah non-compliance, the 
IBIs may assess potential profits that cannot be recognized as eligible IBIs’ profits.426 
 
3.8. Legal Documentation of Islamic Banking Products  
 
 In order to mitigate the exposure of Islamic banking products to various risks, 
legal documentation is one of the aspects that must be heavily concerned by product 
developers in Islamic banks. Sharīʿah-compliant legal documentation reflects the genu-
ine Sharīʿah requirements that aims to ensure all the contracting parties have fair trans-
actions. This is also may avoid the accusations that Islamic transactions are similar to 
conventional ones. Legal documentation is an official and legitimate agreement that as-
signs the responsibility, rights, and obligations of the terms, conditions, and parameters 
delineated between the contracting parties that is normally prepared in a set of papers. 
It is an important record to establish the determination and validity of the contracting 
parties, as well as to address specific necessities or requirements of the counterparties. 
The drafter of the document, either Islamic bank or customer, in this case the bank must 
specify, in detail, all the requirements needed into the legal documentation to clarify the 
rights and liabilities of each party in order to avoid any legal disputes in the case of de-
fault or breach of contract in the future. When the terms and conditions in the contract 
are agreed upon, then all parties involved must adhere to the terms and conditions with-
in the contract.
427
  
As compared to conventional legal documentation, which is typically based on 
loan contract, Islamic banking facility documentation is obviously different from the 
former, since it is drafted in accordance to Sharīʿah principles, which engage many 
contracts in a single agreement. The contracts have specific requirements and legal 
consequences (muqtada al-ʿaqd) which have to be observed, such as the specific in-
formation of the subject matter, the rights of the contracting parties, and the price. Le-
gal documentation is also one of the methods to avoid and reduce legal and Sharīʿah-
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compliant risk, because when a product is being challenged in the court, the judge will 
rely heavily on the terms, conditions and clauses in the documents contracted by both 
parties.
428
  
 Since Islamic banking products are new to the industry, most agreements, 
clauses and terms are heavily drawn from the conceptual documents of conventional 
products. Hence, this has become criticisms, since some of the clauses applied are simi-
lar to conventional legal documentation. These include condition precedence, cross de-
fault, pre-payment, consolidation and set-off right to recall the facility force majeure 
and penalty or compensation clauses.
429
 Nonetheless, it has been argued that some of 
these clauses are standard in the financial market, neutral and not contradicting to the 
Sharīʿah requirements, and thus can be retained in the documents.  
 Despite having shunned all the loan and interest payment, Islamic legal docu-
mentation also must avoid all clauses that are prohibited by the Sharīʿah, either in the 
form of structure or legal rights or liabilities arising from the structure. The drafter of 
the legal documentation must be aware the other forms of prohibition such as the pro-
hibition of combining loan and sale terms in a single contract and contracts that are op-
posite in terms of its nature and legal consequences. This is because these contracts 
cannot be combined in order to prevent a combination that would lead to the circum-
vention of prohibition of ribā and uncertainty transaction. Furthermore, they cannot be 
simply combined, since each contract has its legal consequences, which require fulfill-
ment. For example, in sale and leaseback structure, sale must be contracted first before 
it is followed with lease contract. The method of sequence in that particular arrange-
ment is essential in order to avoid that it fall under the interpretation of “two sales in 
one sale,” which is prohibited by the Prophet. In this respect, the owner of the asset 
must transfer his possession in full legal ownership, without imposing any encum-
brances to the asset that may hinder the new owner from utilizing or benefitting from 
the asset. After the conclusion, then the new owner is allowed to lease back to the orig-
inal seller.
430
  
As a financier, Islamic bank is neither a lender nor borrower (except if it is spe-
cifically stated that the bank gives a loan to the borrower), but the bank attempts to fa-
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cilitate the needs and wants of the customers by structuring the product based on vari-
ous contracts. Therefore, if the contract is based on lease agreement (ijārah), therefore 
conventional terms like loan and interest payment in the form of the repayment of prin-
cipal plus the payment of a premium on loan are invalid and should not be included in 
the contract. Ijārah contract is a sale of usufruct in which there is no involvement of 
any interest payment for the rental made by the lessee to the lessor. However, it is con-
tended that the rental charged by the lessor can be based on the interest-benchmark and 
this is permitted by the Sharīʿah scholars in order to price the rental competitively with 
the conventional lease. Nonetheless, the presence of the terms in legal documentation 
of ijārah may dilute the meaning of the contract from the Sharīʿah perspective.431 
In addition to the transfer of ownership, the issue of the contracting parties who 
are involved in the transaction is also equally important. In a simple Islamic financial 
transaction, the contracting parties engaged must be clearly identified. However, in 
some of the Islamic banking structures, the contracting parties are involved in fictitious 
transaction, where they synthetically organize the transaction in order to make it valid 
from the Sharīʿah perspective. In order to avoid this, for example, the AAOIFI stipu-
lates that in the contract of the parallel istiṣnā’ or parallel salam or tawarrūq structure, 
the customer and the bank must be of different entities in order to avoid the contract 
similar to bayʿ al-ʿīnah. In parallel istiṣnā’, the contracting parties involved in the con-
tract must be separate identities. The first contract of istiṣnā’ is entered by the bank, as 
the financier and provider of financing to its customer as the purchaser. Subsequently, 
the bank, acting as the purchaser, enters into another contract of istiṣnā’ with the sup-
plier that will manufacture the item ordered by the customer. In this respect, it is not al-
lowed by the AAOIFI for the bank to act simultaneously, as the seller and purchaser at 
the same time and thus the first and second contract must be independent and separate 
in order to avoid a similar structure to bayʿ al-ʿīnah, which was prohibited by the 
AAOIFI.
432
 
 Another issue in legal documentation of Islamic banking products is the use of 
waʿd. Waʿd is a mere promise undertaken by a unilateral party to carry an obligation on 
a particular subject matter or task that will be performed in the future.
433
 It is regarded 
                                                 
431
 CIFP, “Understanding Sharīʿah Requirements,” 6 
432
 Ibid., 14-15. 
433
 Nurdianawati Irwani Abdullah, “Status and Implications of Promise (Wad) in Contemporary Islamic 
Banking,” Humanomics 26, no. 2 (2010): 84 – 98; Thomas et. al., Structuring Islamic Finance, 24.   
146 
 
as juridical act to support the future transaction. It is not regarded as contract, since 
contract in the Sharīʿah is bilateral contractual arrangement. A unilateral promise to 
carry out an obligation or duty cannot be regarded as a contract since; it does not in-
volve two parties.
 434
 It is a juridical act or mere promise and can be applied to buying 
and selling something in the future, without necessarily abiding to the rules of sales 
contract, which takes spot delivery of both counter-values (e.g. sales contract) or at 
least one of the counter-values (e.g. salam and istiṣnā’). However, the issue of waʿd 
triggers Sharīʿah issues, as it is used to sell something, which is not in the possession of 
the seller and to guarantee the capital of muḍārabah or musaharakah contract that was 
prohibited in the Sharīʿah. The former case happens in the contract of bayʿ al-
murābaḥah lil-āmr bi-al-shirāʼ (murābaḥah to a purchase orderer). A customer ap-
proaches the bank and requests the bank to purchase an asset from a supplier. The bank 
then requires the customer to give a purchase undertaking to buy the asset from the fi-
nancier. Typically, the contract of MPO is already undertaken before the asset is owned 
by the bank, thus this event causes the issue of selling something, which is not under 
the possession of the bank yet.
435
  
 Another challenge in preparing legal documentation of Islamic banking prod-
ucts is the issue of ownership transfer. In normal sale transaction, the ownership of the 
asset sold is transferred immediately after the contract is concluded. For example in 
BBA transaction of a house under construction, the seller is supposed to have owner-
ship over the house that he means to sell. However, under the Property Sale Agreement 
(PSA), which is signed by the customer and developer after the buyer pays 10% of in-
stalment, he is deemed to have the ownership of the asset, although he has not fully 
paid the purchase price. This is also recognized by Malaysian Sharīʿah scholars as the 
fact that the buyer is the “beneficial” owner of the house purchased.436 Hence, the cus-
tomer is entitled to apply for a financing from any Islamic banks by selling the house to 
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the bank with cash price and buy it back with deferred payment in order to settle the 
full process of the financing. However, this practice has been criticized, when it is sold 
to the bank, the process of transfer of ownership of the house does not really occur be-
tween by the customer and the bank. This is proven, when the house, bought by the 
customer and sold to the bank and re-bought by the customer again, is abandoned, the 
responsible party for the house is only the customer and developer, whereas the bank 
escapes bearing the risk. In fact, the bank is also a responsible party and ought to as-
sume part of the abandoned risk, since it also sold something, which was not completed 
yet, when the bank dealt with the customer. What is of concern to the bank is only to 
ensure that the customer fully pays the whole sum of the debt owed to the bank, since it 
only acts as a financier or, in other words as a borrower. In this respect, this is a chal-
lenge and a dilemma to the drafter of the document to prepare an agreement’s docu-
ment that is Sharīʿah compliant and at the same time takes into consideration the bank’s 
requirements.
437
  
 It is pertinent to examine the processes undertaken by Islamic banks in prepar-
ing Islamic legal documentation in order to comprehend the overall issue. In this case, 
the present study has chosen a product, namely al-ijārah thuma al-bayʿ (AITAB), since 
it is a complex product that involves combination of two contracts. It is relevant to 
study the product since it provides an overall picture on how Islamic banking document 
is prepared. AITAB is a financial transaction structured by combining two contracts, 
namely ijārah and bayʿ. Normally, this contract is employed to finance the acquisition 
of vehicles and moveable and immovable properties. The purpose of the contract is to 
lease out the lessor’s asset to the lessee, and at the end of the lease period, the lessor 
will sell the asset to the lessee through a sale contract (bayʿ). This combination of con-
tracts is equivalent to conventional banking product, namely hire-purchase or financial 
lease that allows a lessee the option to acquire the asset at the end of lease period. It is 
also known as al-ijārah muntahiyah bi tamlik or al-ijārah wa iqtina’, which means 
lease that leads to acquisition. Both contracts are quite different from the former, where 
in the latter contracts; the asset will be transferred through gift (hibah), whereas under 
the former, the transfer of ownership is taken through sale contract. Under such particu-
lar contract, the tenant pays rental every month under lease contract, and a sum amount 
of the rental goes towards the portion of buying the lease asset. The tenant actually 
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pays gradually the price of the asset with the result that at the end of lease period, the 
lessor promises to sell or grant the asset to the lessee.
438
 
 There are two required sets of agreements, namely ijārah and bayʿ in drafting 
the legal document of AITAB, such as follows. Firstly, the lessee (the customer) and 
the lessor (the bank) will conclude a novation agreement, which refers to the agreement 
made between the lessee and lessor that after the client buys an asset from the ven-
dor/dealer, the customer agrees to transfer the rights, obligations and ownership of the 
asset to the financier/lessor. The result of the novation agreement is that the lessor i.e. 
the bank will become a new owner of the asset and the lessor is allowed to lease the as-
set to the lessee (the customer). Secondly, the lessor will propose a letter of offer that 
addresses the terms and conditions of the AITAB facility with the details of the financ-
ing offered. Thirdly, both parties sign an AITAB agreement. It is the core component in 
the facility arrangement that refers to the customer’s agreement to rent the asset from 
the lessor in accordance with specific terms and conditions. Fourth element is sale or 
hibah agreement that indicates that at the end of lease period, the ownership of the asset 
will be transferred to the customer at a price that is mutually agreed upon by both par-
ties. Fifth aspect is invoices, where every invoice of the asset must be billed to the fi-
nancier, as he is the legal owner of the asset before it is fully transferred to the lessee. 
Sixth element is asset receipt validation, where the customer confirms that the suppli-
er/vendor has delivered the asset to him. This is because the financier/lessor does not 
typically see the asset; after it was purchased by the customer since the interest of the 
financier is financing the asset intended, which must be owned by the customer. Sev-
enth element is to certify the acceptance and satisfaction through which the customer 
confirms that the financier is the new owner, the asset leased has complied with the 
requisite specifications and is good in condition. Further element is guarantee and in-
demnity or letter of undertaking, which refers to a written confirmation by the guaran-
tor that he will guarantee all sums of rental payment, which may be due by the custom-
er. Finally, takāful cover note that refers to the asset as being fully covered by the 
takāful policy in the joint names of the financier and the customer.439 
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 From the above legal documentation’s process of AITAB, it is observed that 
some of the steps prepared in the legal document of AITAB are undertaken as a cos-
metic arrangement to satisfy the requirements of Sharīʿah. For instance, the creation of 
novation agreement is invalid from the perspective of Sharīʿah, because when the cus-
tomer has bought the asset from the seller, he is considered a real owner of the asset. It 
is an ambiguous process to the extent that the novation agreement is enforceable, 
whether it takes effects similar to the real owner or partial ownership. It is seen that it is 
similar to temporary ownership, where the bank does not bear the whole responsibility 
as the real owner, such as it does not bear the cost of maintenance of the asset and 
takāful coverage. The real objective of the novation agreement is to satisfy the Sharīʿah 
requirements that an asset must be owned by the seller or lessor before he may sell or 
lease the asset. If it is a partial ownership, then the transaction is void from the Sharīʿah 
perspective, since it is not recognized in the Sharīʿah.440  
To remedy the flaw in the process of preparing the legal documentation, it is 
recommended that the customer identifies first the intended asset to be purchased and 
then negotiates with the bank to finance the purchasing of the asset. The bank then pur-
chases the asset and leases the asset to the customer under the concept of AITAB. 
When the bank purchases the asset, it automatically owns the asset and bears the whole 
risk, including ownership risk. Hence, this structure complies with the Sharīʿah re-
quirement.
441
 
 
3.9. Conclusion 
 
 The above discussion presents our case of the legal and regulatory challenges 
faced in structuring Islamic banking products and services. It is observed that the main 
impediment of developing genuine Islamic banking products in Malaysia is the legal 
and regulatory framework, which regulate the process and implementation of product 
development is not Sharīʿah law. In this regard, the banks have to comply with both re-
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quirements of national and Sharīʿah laws in developing Islamic banking products. Alt-
hough the Malaysian Government has developed a good legal and regulatory frame-
work to cope with the development and progress of Islamic finance in Malaysia, how-
ever that framework is still insufficient to ensure the Islamicity of the products, which 
the present study has discussed in the chapter 1. This is shown especially in the IFSA 
(2013), which only acts as the supervisory and monitoring law of Islamic banking 
products. Furthermore, the power given by the CBMA (2009) to SACBNM in deter-
mining the legal ruling on Islamic financial services and the court or arbitrator shall 
take into consideration of any published rulings of the SAC for its ruling before decid-
ing any cases, is also unable to ensure the Islamicity of the products. This is due to 
some of the legal provisions that regulate Islamic banking products are still inconsistent 
with the Sharīʿah law. This is aggravated with the legal judiciary system in which the 
court that should adjudicate the Islamic banking’s cases is not Sharīʿah court, but civil 
court. Furthermore, the judges that adjudicate the cases are also incompetent with the 
Sharīʿah rules, which results the cases decided are inconsistent with the Sharīʿah. 
Therefore, it is a time for the government to compile Sharīʿah rules in the form of fa-
tawa issued by SACBNM in legal codes so that judges in civil courts can employ these 
codes in their judgement.  
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CHAPTER 4: LEGAL ARTIFICES IN ISLAMIC BANKING  
4.1. Introduction 
“The invocation of ḥiyal raises an important consideration. At what point 
do legal stratagems become illegitimate? When does splitting hairs render 
an entire activity suspect?”442 (Maurer, 2005) 
 
The employment of ḥiyal in Islamic banking products development has become 
a critical issue since it has been regarded as a tool to Islamize conventional products 
and to evade the prohibition of ribā. Therefore, this chapter focuses on clarifying ḥiyal 
from Sharīʿah perspective and its application in Islamic banking. This chapter is struc-
tured as follows: firstly, it discusses the definition of ḥiyal, scholarly debates on ḥiyal, 
permissible and prohibited ḥiyal, intention and ḥiyal, identifying ḥiyal in Islamic com-
mercial law and parameter of fiqh. For further understanding of its application in Islam-
ic banking, it also examines two instruments that are considered as ḥiyal, namely bayʿ 
al-ʿīnah and tawarrūq. 
 
4.2. Defining Ḥiyal in Sharīʿah 
 
Ḥiyal (plural of hilah) in an Arabic term or legal artifices in English translation 
literally mean artifice, trick, device, expedient, devices, ruses, subtle, the means of 
evading a thing, or affecting an object.
443
 According to Ibn Manzur (d.1312, ḥiyal are 
resourcefulness, sharpness of intellect and skill in management of affairs.
444
 In this re-
spect, ḥiyal appears to have both positive and negative connotations. Generally, the 
employment of ḥiyal in the public sphere is to be negatively perceived, but in certain 
circumstances, the term is also positively used to symbolize wisdom, acumen, and sa-
gacity. The root word of ḥiyal is derived from hawl, which means transformation (ta-
hawwul) from one position to another, possibly through some finely executed design 
that helps conceal the reality. It could also be a derivation of the root term hawl, which 
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means capability (quwwah), which is applied to denote the strategy of attaining or ac-
quiring some objective, usually in a convert manner.
445
 
Technically, there are numerous descriptions given by the Muslim scholars on 
ḥiyal, particularly by the Ḥanafīs. Al-Khassaf (d.874/875) defines the term as a method 
used by a person as a solution to transform from impermissible act (haram) into some-
thing lawful (halal).
446
 Al-Shaybani (d. 804/805.) explains ḥiyal as a method to escape 
from what is forbidden and to enter what is permissible (halal) or to seek the lawful 
act.
447
 Al-Sarakhsi (d.1090) regards that ḥiyal are legal artifices used to revoke the 
rights of others or enter into doubtful (shubhah) matters or to conceal faults. This act is 
categorized as reprehensible (makrūh). However, if ḥiyal are used to relieve someone 
from something impermissible (haram) or to convey something from impermissible to 
permissible (halal), then they are virtuous.
448
 He states that it is allowed for a jurist 
consult (muftī) to answer inquiries asked in a way of trick that could achieve the pur-
pose of Sharīʿah when there was no clear answer for it. The purpose of ḥiyal is to avoid 
any illegal action, therefore, this legal act shall not be considered as disapproval act, 
and it does not imply as to teach tricks.
449
 Meanwhile, Ibn Nujaym (d.1563) refers ḥiyal 
to the wisdom in administrating something by using a reasonable judgment to find a so-
lution to achieve a specific purpose.
450
 
On the other hand, there was unclear definition given by the Shāfiʿīs’ school to 
ḥiyal, as compared to the Ḥanafīs. Al-Qazwini (1048/49), for example did not mention 
any definition in his treatise; Fiqh al-Ḥiyal.451 Ibn Hajar al-Haytamy (d.1503) denotes 
ḥiyal is doing something to revoke the rights of others after they were promulgated, 
                                                 
445
 Wizarat al-Awqaf wa al-Shuʼun al-Islamiyah, al-Mawsūʿah al-Fiqhīyah (Dawlat al-Kuwayt, Wizarah 
al-Awqaf wa al-Shuʼun al-Islamiyah), 1983, vol. 18, 328; Muḥammad Abdurrahman Sadique, “Early Ju-
ristic Approaches to the Application of Ḥiyal,” International Islamic University Malaysia Law Journal 
16, no. 2 (2008):157-180. 
446
 Aḥmad ibn ʻUmar al-Khassaf, Kitab al- Khassaf fi al-Ḥiyal (al-Qahirah: Maktabah al-Qahirah, 
1314H), 4, 20. 
447
 Muḥammad ibn al-Hasan al-Shaybani, Kitab al-Hujjah ahl al-Madinah (Hayderabad: Maktabah 
Dairat al-Maʿarif al-Sharqiyah, 1385/1963), vol.2, 585, 586-587, as cited in Satoe Horii, “Reconsidera-
tion of Legal Devices (Ḥiyal ) in Islamic Jurisprudence: The Ḥanafīs and their Exits (Makhārij),” Islamic 
Law and Society 9, no. 3 (2002), 318. 
448
 See Abū Bakr Muhammad Ibn Abū Sahl Aḥmad Shams al-Din al- al-Sarakhsi, al-Mabsut. Bayrūt: 
Dār al-Fikr, 2000, vol. 30, 373; see also al-Syakh Nazzam, al-Fatāwa al-ʿĀlamgīrīyah fī al-Furūʿ al-
Ḥanafīyah (Al-Maktabah al-Shamilah 3rd edition, n.d.), vol. 6, 390. 
449
 al-Sarakhsi, al-Mabsut, vol. 30, 373 and vol. 14, 6; see other definition by al-Syakh Nazzam (et. al), 
al-Fatāwa al-ʿĀlamgīrīyah, vol. 6, 390. 
450
 Zayn al-ʿAbidin Ibn Ibrahim Ibn Nujaym, al-Ashbah wa al-Naza’ir (Dimashq: Dār al -Fikr, 1983), 
477. 
451
 Abū Hatim Mahmud ibn al-Hasan al-Qazwini, Kitab al-Ḥiyal fi al-Fiqh, edited by Joseph Schacht 
Das Kitab al-hiial fil-fiqh (Hannover: Orient-Buchhandlung Heinz Lafaire, 1924) 
153 
 
which is not considered as a complete definition of ḥiyal.452 Although the Shāfiʿīs did 
not state a formal definition in their treatises, they nevertheless, are still considered, as 
a group that supports ḥiyal (ahl ḥiyal), as there are many attestations to show that they 
agree over some practices of ḥiyal, particularly in the case of bayʿ al-ʿīnah.453 
The Malikis and Hanbalis’juris have thoroughly defined the definition of ḥiyal 
in their treatises with negative connotations. For example, al-Shatibi (d. 1388) relates 
ḥiyal as doing things that are permitted in original form of legal ruling; however ḥiyal 
are prohibited when they are employed to alter the permissible legal ruling to become 
forbidden or vice-versa. Accordingly, such action will damage the fundamental legal 
methods of legal deduction (qawaʿid al-Sharīʿah).454 Meanwhile, Ibn Qudamah of 
Hanbalis (d. 1223) regards ḥiyal as disclosing a lawful means to achieve an unlawful 
objective, for which such an act is regarded as a deceitful way to legitimize something 
that was forbidden or plunging something that was obligatory or denying the rights of 
others.
455
 Ibn Taymīyah (d. 1328) explains that ḥiyal are a concealed method that re-
quires wisdom and aptitude to achieve a particular goal. If the goal is virtuous, then it is 
considered as a permissible and a legal ḥilah, but if the purpose is of the opposite, then 
it is an illegal ḥilah.456 It appears that he does not completely reject ḥiyal, but, in other 
parts of his book, he refers ḥiyal as an intention to rescind the mandatory (wajib) or to 
make impermissible into permissible by doing additional and unnecessary action, in or-
der to make it valid in Sharīʿah, which seems that he opposed to the practice of ḥiyal.457 
Ibn Qayyim (d. 1350) describes ḥiyal are the ingenious management of aspects regard-
ing a legal dealing in an unintended manner.
458
 Meanwhile, contemporary scholars, 
such as Ibn ʿAshur (2006) defines ḥiyal as performing illegal act that was prohibited in 
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the Sharīʿah in a permissible way or executing unlawful act through allowed means in 
order to achieve a specific purpose.
459
  
From the proponents’ perspective, ḥiyal are the solutions to exit from the ordi-
nary way of doing things. This is done either to circumvent the legal means that aim to 
escape from the rigidity of the law or to evade observing the rules of Sharīʿah due to 
the hardships or difficulties, without destroying the objectives of Sharīʿah. Such solu-
tions are employed whenever someone has no choice or alternative but, to act against 
the provisions of Sharīʿah rules and to arrive at the desired result while actually con-
forming to the letter of the law. Mostly, ḥiyal are not based on the texts, but creative 
thinking or subtle management proposed by Muslim jurists to avoid the rules.
460
 On the 
other hand, from the opponents’ perspective, they relate ḥiyal to negative action, which 
is purposely done by the actor to circumvent the rules of Sharīʿah. However, the differ-
ent of definitions opinions about ḥiyal among jurists have raised scholarly debates on 
what is permissible and prohibited ḥiyal. 
 
4.3. Scholarly Debates on Ḥiyal  
 
Muslim jurists have different opinions over the position of ḥiyal in Sharīʿah. 
The schools that support ḥiyal are mainly the Ḥanafīs and Shāfiʿīs, as they have taken a 
liberal attitude and flexible approach over ḥiyal since for them the validity of a contract 
is based on the contractual performance, not the substantive content of the contract. If 
the contract has fulfilled the entire requirements, without observing the real intention of 
the contracting parties, it is considered valid contract. According to Abū Hanifah, as 
quoted by al-Shatibi (d.1388), “the explicit intention to repeal the provisions of 
Sharīʿah is forbidden, but to revoke the provisions implicitly, the contract is not prohib-
ited”.461 Al-Shaybani (d. 804/805) has said, “If a Muslim does a ḥilah with the intention 
of eliminating a forbidden matter, or achieving a permissible matter, then there is noth-
ing wrong or no harm. However, if he uses it with the aims of invalidating the right of 
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someone, or allowing something corrupt or incorporating something with ḥiyal or 
shubhah (obscurity) upon the right, then it is reprehensible. This practice is closest to 
the prohibition (makrūh al-tahrim)”.462 Al- Khassaf (d. 874/875) asserts that, “There is 
nothing wrong with someone who uses ḥiyal, where the purpose of the action is to 
eliminate actions from sin or illegal and to exit from prohibitions. However, it is repre-
hensible (makrūh), if someone employs ḥiyal to other person in order to usurp the 
rights of the person, deceive people, or enter into obscurity (shubhah) matter.
463
 Ibn 
ʿAbidin (d. 1836) offers as suggestion for a person, who wishes to give an extension of 
time to his debtor in lieu of some increase for debt, the lender may purchase some 
commodity against the amount of debt from the debtor and then sells the same com-
modity to him on credit with a higher price. However, this approach, as asserted by 
Mansoori (2011), is unacceptable, as it clearly violates the purpose of law.
464
  
Al-Sarakhsi (d.1090) contends that the overwhelming majority of scholars con-
cur on this exception for some ḥiyal, which he refers to as lacking discernments from 
the Qur’ān and the Sunnah. Ḥiyal, that are approved in the school are practiced in order 
to avoid the prohibitions or secure what is lawful or to release from the hardships 
caused by negligence of the perpetrator. However, ḥiyal that are reprehensible 
(makrūh) are those adopted to eliminate or eradicate a person’s right, to disguise a 
wrongdoing or to create doubts in a right.
465
 The same legal provision is also recapped 
clearly in al-Fatāwa al-ʿĀlamgīrīyah, which is regarded as the staunchest writing on 
the genre of ḥiyal, as it provides a specific chapter for it.466  
Al- Khassaf (d. 874/875) opines that the legitimacy of ḥiyal is based on the in-
tention of the contracting parties. However, he views that immoral intention is insuffi-
cient to render a contract as invalid, but only makes it reprehensible. The contract is 
still legally recognized.
467
 He then substantiates his argument by saying that this ‘opin-
ion’ is opposed to the Qur’ānic general principles of recognizing contracts founded on a 
clear proof-texts basis. He expresses that the intention does not prevent the effects of 
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the contract concluded although the intention itself is prohibited. He goes on to refer to 
a verse that a husband is prohibited from harming his wife by retaining her and not 
granting her a divorce. He then quotes a saying of Ibn Masqur, a successor jurist that 
the verse has a background, of a husband who divorce his wife and when her waiting 
period is about to terminate, he takes her back. The husband did not intend to remain 
with her but the act of taking her back was solely a matter of vindictiveness against his 
wife.
468
 
 As mentioned above, the Shāfiʿīs’ jurists also agreed on some practices of ḥiyal 
that are used in evading ribā, waqf, wasiyah (will), and pre-emption and so on.469 For 
example, al-Nawawi (d. 1277) commented on the issue of bayʿ al-ʿīnah, “It is not pro-
hibited. It is a ḥilah used by someone, which reaches similar meaning to ribā, for ex-
ample, someone (the borrower) wishes to lend something to someone in exchange one 
hundreds with two hundreds dirhams, the ḥilah is he sells a garment with two hundreds 
dirhams and buys back with one hundreds dirhams”.470 This is permissible in the 
Shāfiʿīs’ school, since the transaction is executed in the legalized form of sale transac-
tion.  
The proponents of ḥiyal provide their evidences that ḥiyal are actually derived 
from the teachings of the Qur’ān and aḥādīth.471 They normally quote the popular 
Qur’ānic proof to justify the use of ḥiyal, among other it was quoted from the Surah 
Sad: 44, that Allāh said, “And (We said again to him): Take your hand a little grass, 
and strike therewith (your wife) with her and break not your oath. Indeed, we found the 
Prophet Ayub was a patient, how excellent a servant! Verily he was ever oft-returning 
in repentance (to Us)!.”472 In this respect, Prophet Ayub scolded his wife and vowed 
(took an oath) to beat her with 100 lashes if God heals him from his illness. When he 
had recovered, he was not willing to beat his wife then; God had given him an idea (a 
ḥilah) to use a bundle of twigs containing 100 of sticks and hit his wife with a stroke. 
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The action of Prophet Ayub was considered as the exit (al-farj wa al-makhraj) to im-
plement and prevent him from infringing his oath.
473
 
However, the above contention was rejected by Ibn Taymīyah (d. 1328) that the 
ḥilah given to Prophet Ayyub is not an absolute ḥilah, as he opines that the concession 
given to Prophet Ayyub is a specific rule prepared by God to him due to his status as a 
patient servant.
474
 According to Bū Bashīsh (2005), what is meant by God in this verse 
is to give a relief or concession to Prophet Ayub.
475
 Furthermore, if the verse has shown 
a ḥilah, it must be noted that such rule was revealed before the standardization of the 
Sharīʿah of Prophet Muḥammad. In principle, the revealed law before Islam can be ap-
plied on condition that it must be consistent with the principle of the Sharīʿah conveyed 
by the Prophet. Discharging of oath in the Sharīʿah is compulsory, and violating it 
would impose a kafarah (penance/expiation). The purpose of imposing the penance is 
to educate, and give a moral teaching for the actor in order for him not to violate his 
oath.
476
 However, if there is a ḥilah to exit from the rule, then there is no point for God 
to impose penance for those who wish to violate it.  
Ḥilah in this regard is an intention of the mukallaf (capacitated person), who de-
liberately makes an oath to jurisprudentially exit from the rule imposed by Allāh for his 
irresponsible action, which is prohibited. He is inevitably required to observe the 
rule.
477
 However, a question could be raised, if the person is not capable of fulfilling 
the oath, for example that he is very poor to pay the penance, what should be done? It is 
argued that a ḥilah can be applied and tolerated to reduce his difficulty. Despite observ-
ing the rule through a ḥilah, which is not consistent with the objectives of Sharīʿah, 
Allāh has provided an alternative to those persons that have such difficulties. If the ac-
tion infringes the relationship of human being with Allāh and he is not capable of ob-
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serving the punishment stated in the Sharīʿah, and then he shall be free from the penal-
ty, however after it was evidenced by the authority that he is incapable of carrying out 
the punishment. This is because Allāh does not burden the human soul that cannot bear 
the punishment.
478
 What is required of him is to beg for forgiveness from Allāh that he 
will be forgiven for his offense. This approach could be justified through the applica-
tion of principle of necessity (ḍarūrah) rather than to apply ḥiyal in solving the prob-
lem.
479
 If the violation involves the relationship with humankind, it must be solved 
through legal means enacted by the state or ruler. The application of ḥiyal in this case is 
not acceptable, as it violates the rule of law. However, if the enforcement of the law 
clearly violates the Maqāṣid al-Sharīʿah and there is no alternative except for ḥiyal, 
then it is permissible as the solution. This can be illustrated in the application of bayʿ 
al-ʿīnah in Islamic money market in Malaysia to circumvent the prohibition of ribā, as 
there is no feasible instrument to provide the liquidity management for Islamic banks. 
Nonetheless, the use of ḥiyal in this respect must conform to the pillar and conditions, 
literally to the form, if not the essential objectives of the contract.   
Furthermore, the ḥilah provided for Prophet Ayyub was not initiated from Him, 
but Allāh instructed him to do so. Hence, it is not a ḥilah but an instruction from God. 
Moreover, the differences between concession (rukhṣah) given to Prophet Ayyub and 
ḥilah is immense, as the former is prescribed by Allāh based on the Qur’ān and the 
Sunnah, and it is closely related to an individual's ability to discharge an obligation 
(such as five times a day prayers and fasting in Ramadan). However, a ḥilah emanates 
from the executor or perpetrator’s own effort to circumvent a rule, which is not based 
on the prescribed rule by the Lawgiver.  
Other evidence provided by the proponents of ḥiyal is based on the report of 
Abū Hurayrah about a person who was employed as tax collector to oversee Khaybar. 
He came to the Prophet with some janib tamar (very quality dates). The Prophet said, 
“Are all the dates of Khaybar like this?” he said, “No by Allāh! O Messenger of Allāh, 
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indeed we obtain one sa’ (medieval Islamic measurement for weight) for two sa’s, (or) 
two sa’s for three. To which He said: Don‘t do that, rather sell al-jamʿ for dirhams, and 
then buy with these dirhams the janib”.480 According to al- Jassas (d. 982), the author 
of a well-known legal provision in the Qur’ān (Ahkam al-Qur’an), the Prophet pro-
scribed the transaction due to ribā al-faḍl and taught the person to avoid such ribā by 
doing a ḥilah so that he could legally acquire the dates.481 Meanwhile, according to al-
Buti (1973), the hadith unequivocally indicates the permissibility of ḥiyal, as it actually 
does not address the ordinary meaning of sale and purchase, but a ḥilah. This is clearly 
shown in the hadith, “then buy with these dirhams of the janib dates” for which it sig-
nifies a ḥilah for the increment in exchange through sale and purchase is permitted but 
not from the barter trade.
482
 
 However, the opinion was rejected by Ibn Taymīyah (d. 1328), as he claimed 
that this hadith does not refer specifically to ḥiyal, instead it was an order from the 
Prophet to exchange the dates in accordance to sale transaction. It is not a legal artifice, 
but it is a pure sale and purchase transaction, by which the seller must sell the first 
dates and with the money gained then he purchases the second dates in order for him to 
avoid ribā transaction.483 Muḥammad Rashid Rida (2001), a well-known Muslim 
scholar in the early 20
th
 century, also refused the hadith as a specific reference to the 
permissibility of ḥiyal. This is because the Prophet prohibited the transaction in order 
for the community to exchange one quantity of dates with two quantities of dates in or-
der to avoid ribā.484 Sale transaction is different from ribā, where sale involves risk and 
while, ribā does not. In fact, if we observe such arguments, the supporters attempt to 
employ this hadith purposely to justify the permissibility of bayʿ al-ʿinah.485 Accord-
ingly, if the contract is permissible then it follows that ḥiyal is also permitted, as bayʿ 
al-ʿinah is part of the ḥiyal transaction.  
Nonetheless, the opponents of ḥiyal of Mālikīs’ and Ḥanbalīs have stringent in-
terpretations on ḥiyal. Principally, the Mālikīs denounce the practice of ḥiyal is incon-
sistent with the principles of Sharīʿah. This can be explicitly observed in the utterance 
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of Imam Malik (d. 795) where he said, “Anyone defraud by using ḥiyal, he is a sin-
ner”.486 Al-Dusuqi (d. 1815), another Mālikīs’ scholar says that, “ḥiyal are contradicted 
with the decisive legal methods (al- qawa͑id al-qatʿiyyah) and the explicit definitive 
texts (zawahir al-nusus al-haqiyyah) of Sharīʿah”. This can be illustrated as one lends 
to a person of some of his property and he then makes the borrower promises to pay 
him certain amount of money when the property is rendered to him, or to give a piece 
of land in order for him to cultivate the land. He utilises the benefit of the items, as long 
as, the loaned property is held under the borrower’s obligation”.487 
Al-Shatibi (d. 1388) furthermore adds that the implementation of ḥiyal on the 
legal ruling of Sharīʿah is void (batil), since the intent of the actor of the ḥiyal is contra-
ry to the purpose of the legal provisions (qasd al-sharʿi).488 He regards ḥiyal as an ac-
tion of a mukallaf (capacitated person) who employs certain means to escape an obliga-
tion or to make some forbidden things permissible or to cause an obligatory thing to 
become ostensibly non-obligatory, or to produce a forbidden thing to become permissi-
ble, which is also known as ḥilah or tahayyul.489 Tahayyul works on two premises; 
firstly, it strives to transfer the value of one legal act to another legal act externally, i.e. 
merely based on apparent similarity between the two acts. Secondly, it neglects the in-
ner meaning (.i.e. maṣlaḥah), of the acts on the basis of which the acts were originally 
intended by the Sharīʿah, and by doing so reduces the value of these acts to be means to 
certain other acts, whereas they were meant to the end”.490 In this regards, one who re-
sorts to employing ḥiyal to defeat the objective of Sharīʿah, his ḥiyal would be consid-
ered as void ḥiyal or prohibited ḥiyal. If the person intends to violate an explicit Law-
giver’s injunction, his action is regarded as incoherent with the Sharīʿah, which is also 
void.
491
 The prohibited ḥiyal could be assessed by evaluating the ‘end-result’ and 
‘cause and effect’ of an action. Employing ḥiyal that apparently is in non-conformity or 
eliminating the legal ruling of an action or altering the legal ruling of an action to an-
other is regarded as damaging the Sharīʿah principles. In the same vein, having a factor 
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that is recognized as a cause to the action and its effect, and when the action is promul-
gated, the effects realised is in variance with the objectives that have been laid down by 
the Lawgiver, is also regarded as prohibited.
492
He also asserts that the absence of legal 
intention in a contract or action also leads to a void deed. In this respect, intention and 
purpose play important roles in formulating contract. When the contractor intends other 
than the meaning of the contract, he could no longer be regarded as intending to 
achieve the purpose of the contract legally, since the effects of contracts depend on the 
approval of the Lawgiver and not the intention of the contractor.
493
 
In the same aptitude, the Ḥanbalīs seemed to oppose generally the genre of 
ḥiyal in Sharīʿah and this can be illustrated in the word of Imam Aḥmad, “it is not per-
mitted to do something by using ḥiyal”. For example, “if someone swore to do some-
thing, then he defrauds by using ḥiyal upon the matter then he becomes part of it of the 
deceiver group of ḥiyal”.494 Ibn Battah (d. 997) said that it is prohibited to use ḥilah 
upon the legal provisions of God and His religion, and if he does the ḥiyal in order for 
him to deceive the provisions of God and His messenger, he does not cheat them, i.e. 
God and Messenger but himself.
495
 Ibn Qudamah (d. 1223), in the same vein, addresses 
the illegality of all devices and that they are impermissible to any matter in the reli-
gion.
496
 Ibn Taymīyah (d. 1328) also says that ḥilah, which proposes to escape from the 
obligation and to allow the prohibition by doing something (contrary), which is not 
necessary or what is prescribed for it to make it valid. It is a deception to God Al-
mighty, and mockery of the revelations and manipulating the legal provision of God.
497
  
Among the proofs to corroborate their justifications of the prohibition of em-
ploying ḥiyal is the proof of God says concerning the ruses of Jews in several verses. In 
Surah al-‘Aʿraf:163, Allāh said, “And ask them (O Muḥammad) about the (population 
i.e. Jews people) of the town that was (near) by the sea, when they transgressed in the 
matter of the Sabbath, when the fish came to them openly on the Sabbath day, and did 
not come to them on the day had no Sabbath. Thus, we made of them, for they used to 
rebel against Allāh’s Command (disobey Allāh)”.498 Al- Jassas (d. 982) comments that 
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God prohibited the Jews to catch fish on Sabbath, but they made a ḥilah by putting nets 
before the day of Sabbath and pick up the fish on the next day (Sunday). If the deed is 
not prohibited, that is by putting nets on the Sabbath, thus God will not punish them, 
but God still punished them because of the deed. This was corroborated in the Surah al-
Baqarah: 65 “And indeed you knew those amongst you who transgressed in the matter 
of Sabbath. We said to them, “be you monkeys, despised and rejected”.499  
In the similar vein, the Prophet also said, “Allāh has cursed the Jews who have 
been banned from eating fat (from cow) but they altered the fat to become other form, 
by melting it and sell it”. Generally, this hadith expresses that God has cursed the Jews 
who use tricks in justifying the prohibition of using animal fat.
500
 This Qur’ānic proof 
was accepted as a legal proof for the illegality of ḥiyal. According to Bū Bashīsh 
(2005), this hadith has shown a decisive legal proof (dilalah qat’iyyah) that if ḥiyal are 
used either through unlawful means such as providing dishonest witness in order to 
prove ownership or through lawful means such as illustrated in the above hadith, the 
ḥiyal are still prohibited in the Sharīʿah. Such ḥiyal may cause great harm and damages 
to the Sharīʿah legal methods (qawaʿid al-sharʿiyyah) in deducing legal ruling.501 
Another argument made by the opponents of ḥiyal is that the prohibition of 
ḥiyal is advocated because the practice is contrary to a hadith narrated by Umar ibn al-
Khattab, who said that, “I heard the Prophet said: “Actions are judged, but by intention 
and there is for every person only that which he intended”.502 This hadith clearly indi-
cates that an act follows an intent and purpose. If the original intent or purpose of an act 
is wicked or bad, then the act resulting from such purpose is null and void. Ibn Qayyim 
(d. 1350) noted that any action must follow purposes and intention and that the actions 
are not arbitrated by their outward forms instead by the intention and interior purposes 
they follow.
503
 In this regard, the said hadith of al-Bukhari (d. 870) in this context is 
imperative as it emphasizes that all deeds are gauged by intention and this proof is tak-
en by the ḥiyal opponents for application into the religious context as well as in the civ-
il matters.
504
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4.4. Permissible and Prohibited Hiyal  
 
In light of preceding discussions, there were various opinions of ḥiyal discussed 
by Sharīʿah scholars, which sometime become a juristic dilemma for practitioners in 
the field of Islamic banking industry, since which view should be adopted as a standard 
to be practiced. For the opponents of ḥiyal, they have held that the practice of ḥiyal is 
obviously unlawful in the Sharīʿah framework. To some extent, not all of these jurists 
especially from the Ḥanafīs and the Shāfiʿīs and even some scholars from the Mālikīs 
and the Ḥanbalīs have denounced that all ḥiyal to be falling under unlawful category. 
They attempt to categorise ḥiyal into permissible and impermissible types. According 
to Mahmasani (1987), permissible ḥiyal represent an attempt to utilise a legal device 
laid down for a definite purpose to attain another purpose targeting to uphold a right, 
prevent injury, or ease a situation owing to necessity. Meanwhile, impermissi-
ble/prohibited ḥiyal are legal artifices intended to change well-established fiqh rules in-
to different rules through an action, which is ostensibly correct but implicitly void.
505
 
As such, since the connotation of hiyal constitutes a general meaning, which encom-
passes prohibited and permissible hiyal, the term makharij has been coined especially 
by the Hanafi scholars to refer to good/permissible ḥiyal. As the ḥiyal/makharij binary 
is subtle, particularly because the two concepts are two-sides of a single coin, it re-
quires in-depth explanation. The following section will attempt to state what scholars 
deem as prohibited/impermissible ḥiyal to offer a clear contrast between the two nu-
anced concepts. 
The Ḥanafī jurists are more liberal in permitting the practice of ḥiyal in 
Sharīʿah, which is similar to makhārij or jurisprudential exits (sing. makhraj). Even so, 
they argued that the use of these exits is not therefore absolute, but rather qualified, in 
that, only if they are used to save a person from doing a prohibited action, or provide 
him with a permissible route. However, those, which are used to appropriate the rights 
of others or create doubts about them or to conceal an invalid act, are regarded as rep-
rehensible (makrūh). This is because in certain circumstances ḥiyal are used to deny the 
principles of Sharīʿah, which are explicitly known. Moreover, in the understanding of 
the Ḥanafīs, each Islamic law or prohibition specified by the Lawgiver, in the Qur’ānic 
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verses or the Prophetic traditions has a jurisprudential exit (makhraj). If we detest this 
exit then we have detested the Sharīʿah rules, which have been stated clearly.506 For ex-
ample, the Lawgiver forbids fornication (zina) and the exit for it is marriage. Similarly, 
the Lawgiver forbids transactions of ribā and the exit for it is to do business (bayʿ). 
According to Horii (2002), the position taken by the Ḥanafīs on ḥiyal is not 
used to deviate or circumvent the law, but to circumvent difficulty in the case of neces-
sity or emergency (ḍarūrah), which involves life and death situation. In such situations, 
one is permitted to seek solutions or remedies, i.e. makhārij. Hence, it is permissible for 
an action to circumvent the difficulty.
507
 This claim, she argues, attempts to reject the 
opinion of Schacht that implies that ḥiyal are used as a modus vivendi or to bridge of 
the ideal and realities of Sharīʿah.508 In the case of oppression, for example, one is re-
laxed to deceive the oppressor with equivocal words (maʿarid al-kalam) that the op-
pressor cannot imagine, which aims to defend himself from any injuries and perils. This 
conception was significant as it was used in the jurisprudential methods of the Ḥanafīs, 
where they only ‘prescribed’ the makhārij instead of creating special devices to evade 
the provisions of Sharīʿah.509 Furthermore, she asserted that the concept of ḥiyal is an 
essential element to Sharīʿah and part of it, and she called the supporters of this notion 
as the ‘makharij-group’. The notion of ‘makhārij’ is more related to a relaxation of 
strict interpretation of the law, which comes close to the concept of concession 
(rukhṣah). The use of ḥiyal must be based on strong and good justifications that ipso 
facto be legally permitted by the Sharīʿah.510 This can be illustrated when al-Shaybani 
(d. 804/805) was asked regarding an agent who had been entrusted to purchase or sell 
an object, whether it is reprehensible to use a ḥilah for the agent to acquire the object 
for himself. In response to the inquiry, he said that ḥilah could not be employed to 
something deemed reprehensible to the religion of Islam. In other words, a permissible 
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ḥilah can be used only to pursue a legal course, which seeks to either ease a difficulty 
or correct what is unlawful.
511
  
However, the argument made by Horii (2002) that the concept of makhārij is 
close to the concept of rukhṣah is partially incorrect. Both terms are different in the le-
gal connotation under the Sharīʿah law. Rukhṣah (pl. rukhas) literally means comfort, 
concession, alleviation, and convenience. Rukhṣah is opposite to the words liability, 
aggravation, exacerbation, augmentation, and intensification. There are several defini-
tions given by the Muslim jurists of rukhṣah. Among others, it is a permission to leave 
certain compulsory obligations and duties - the alleviation of rules - due to illness or 
disability, which is recognized by the Sharīʿah. As a well-known example, a person 
who is in travel may shorten his prayer from four to two prostrations (rakaʿat), and 
may combine two prayers in a single prayer or a bed-ridden person may perform a 
prayer, while lying on his bed without standing. However, if the performer has no rea-
sonable Sharīʿah-accepted justification and he is a fit person, abandoning the mandato-
ry obligations prescribed in the Sharīʿah is regarded as a forbidden act.512  
Similarly, as well, there are instances where an illegal act may be exceptionally 
made legal. Thus, it is also defined as legitimising the illegal act even though there is 
legal evidence (dalil) that prohibits the act, due to certain circumstances that precludes 
it from the original rule.
513
 An example of a concession given to an illegal act is the 
permission to utter the words of kufur (blasphemy) when a Muslim is under coercion to 
do so, while his heart still maintains the faith. The disability that allows rukhsah in this 
regard is the existence of an element of coercion or duress, while the original rule is 
that it is forbidden for Muslim to express blasphemy. This is based on Surah al-Nahl, 
106, “Whoever disbelieves in Allāh after his belief, except him who is forced thereto 
and whose heart is at rest with Faith”.514 In summary, rukhsah is an exception and 
concession given by the Shari ͑ah from the observation of strict rule (i.e. al-‘azimah). It 
has some similarities and differences in comparison with ḥilah. The similarity is that 
these two terms lead to a change from one rule to another. Rukhṣah converts the obser-
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vation of strict rule (al-‘azimah) to another rule that is less burdensome, easier, and 
more convenient. However, the difference is that rukhṣah is based on explicit evidence 
that stems from the foundational texts, whereas ḥilah is not based on the texts, but is a 
clever solution thought of by Muslim jurists to circumscribe the original ruling of 
Sharīʿah.515 Hence, it is not appropriate in this context to use rukhṣah to justify the con-
cept of makhārij applied or to justify the legality of ḥiyal. 
According to Horii (2002), the Mālikīs also recognize the use of ḥiyal in 
Sharīʿah, but in a different way, as compared to the Ḥanafīs, which is also comparable 
to the concept of makhārij, as explained above. This can be marked in few cases in-
cluded al-Mudawwanah written by al-Sahnun (d. 854), where some of the ḥiyal are 
contrasting and others are identical to the Ḥanafīs’ ḥiyal. For example in the case of 
capital for muḍārabah, where, the Mālikīs are similar to the Ḥanafīs, they do not rec-
ognize the capital as being in the form of goods but only in cash form. In Mudawwa-
nah, it was suggested by Sahnun (d. 854) that the investor assigns goods to his partner 
then he sells them and uses the profits of the sale as capital for the muḍārabah. Accord-
ing to the Ḥanafīs, this type of muḍārabah has never taken effect and it is deemed as 
hire contract. Thus, they suggest that the investor needs to sell goods to the third party 
and uses the proceeds as capital for the muḍārabah. It is concluded that although the 
Mālikīs employ the principle of sadd dharaʿi in order to prevent any action that was 
presumed harmful; they too pursued solutions drawn from their interpretation of the 
material of jurisprudence, if the principle did not provide them with solutions that are 
different from the Ḥanafīs.516 
Despite strong opposition to ḥiyal, some Ḥanbalīs and Mālikīs scholars do not 
totally reject the practice of ḥiyal. For example, according to Ibn Taymīyah (d. 1328), 
not all ḥiyal are unlawful, as he also accepts numerous ḥiyal, which do not violate the 
purpose of Sharīʿah. These ḥiyal, according to him, do not fall under the purview of 
what he is referring to as ḥiyal in his refutations. In this respect, he gives an example of 
equivocal speech, where he asserts that it is subjected to the five-fold scale of legal val-
ues (al-ahkam al-khamsah). It would be obligatory (wājib), if someone used it in order 
to prevent a killer to kill him. In other situations, it may be recommended (mustaḥab) 
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or permissible (mubāḥ), alternatively though it may also be prohibited, especially in 
situations where complete disclosure is necessary. The discerning factor he invokes is 
the presence of a maṣlaḥa, i.e. the prevention of harm, either for the listener or for the 
speaker.
517
 Meanwhile, for the controversial ḥiyal, he refers to the example of tahlil 
marriage (to make the divorcee of a third divorce, either husband or wife back to the 
first spouse), bayʿ al-ʿīnah contract and occasionally zakat (almsgiving) and shufʿah 
(pre-emption).
518
 It is clear that what Ibn Taymīyah (d. 1328) is opposed to is a limited 
number of ḥiyal that eliminate the real purpose of Sharīʿah and not the genre of ḥiyal in 
its entirety. This can be discerned by Ibn Taymiyah‘s reference to the good ḥiyal (al-
ḥiyal al-hasanah) and more clearly by the large number of ḥiyal propositioned by his 
disciple Ibn Qayyim (d.1350) of this type of ḥiyal.519. Accordingly, these ḥiyal are 
evaluated according to the purpose for which they are invoked; if the intention is good 
then the ḥilah is also good and if it is corrupted then the ḥilah is corrupted. Nonethe-
less, he terms both the permissible and the prohibited ḥiyal, by the same word, which 
may complicate the understanding of the nature of ḥiyal. Ibn Taymīyah failed to coin 
that what he meant as al-ḥiyal al-hasanah are referred to as makharij. 
In addition, al-Shatibi (d. 1388) also does not totally reject ḥiyal. He recognizes 
good ḥiyal, which are not contrary to the purpose of Sharīʿah. This can be illustrated in 
the case of uttering phrases of unbelief under duress to preserve life. However, he disa-
grees with some ḥiyal, namely nikah al-muhallil or tahlil and bayʿal-ajal (sales on 
credit) in which he finds that it is impossible to decide in favour of or against of the two 
ḥiyal. He opines that those who regard both ḥiyal as forbidden believe that they are 
againsts the maslahah. However, he only provides the arguments of those who are in 
favour of these two ḥiyal, and neglect to give the opinion on those against them. On the 
nikah al-muhallil, for example, he argues that the hilah is observed to be perfect 
agreement with the intention of the law.
520
 The arrangement of the second marriage is 
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to make the woman enter into a sexual relationship with another man to deter the hus-
band from rushing into divorcing his wife if he does not indeed wish to do so.
521
  
In addition, Sadique (2008), a contemporary scholar argues that the permissible 
ḥiyal are those that are for establishing a right, repelling a wrong, fulfilling an obliga-
tion, or avoiding a prohibition, where the objective of the Lawgiver is fulfilled through 
employing a legally acceptable means.
522
 Thus, ḥiyal in this case could be referred to as 
unobtrusive methods permitted in the Sharīʿah, which facilitate the attainment of bene-
fit or repelling harm, without sacrificing the objectives of Sharīʿah. Based on this, the 
permitted ḥiyal are noted to comprise of three features: first, the methods used are of a 
concealed nature, either due to its exterior being different from the interior, or due to it 
being naturally obscure, thus not usually drawing attention. Second, the methods used 
are lawful in Sharīʿah, i.e. do not breach the rights of God or men. Finally, the purpose 
intended must be legally recognized in Sharīʿah.523  
From the foregoing, Sharīʿah scholars seem to agree that the only permitted 
ḥiyal in the Sharīʿah is makhārij, which are defined as the means to a way out from il-
legal matters or to resolve the difficulty and hardship faced by someone, where he 
could not carry out his duties as a Muslim.
524
 In this respect, it is permissible for him to 
circumvent the rule of Sharīʿah. For example, someone, who is in condition of difficul-
ty to give nafqah (maintenance’s money) to his family and at the same time, there is 
nobody that would give him a benevolent loan therefore; Muslim jurists regard that he 
may use ʿinah (sale and repurchase) or tawarrūq to acquire loan to give the nafqah to 
his family.
525
 Another definition of makhārij is that they are solutions that circumvent a 
difficulty in order to achieve the objectives of Sharīʿah. Hence, ḥiyal are permitted as 
long as they preserve the objectives of Sharīʿah, daruriyyat (essentials), hajiyyat (ne-
cessities) and tahsiniyyat (embellishments).
526
 However, it is a challenging task to de-
termine which ḥiyal fall under which category, since it depends on the circumstances, 
place and time as well as the intention of the contracting parties.  
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In this respect, further discussions have extended the argument and suggested 
that the permissible ḥiyal or makharij could be categorized into two types. First, ḥiyal, 
which serve to achieve a legal objective, are not known as ḥiyal in a linguistic manner. 
For instance, a clear means of expression that is spelt-out to conclude a contract of sale 
or lease, guarantee, forward sale and various types of options, purposely accomplish its 
legal objective in an obvious procedure. Second, ḥiyal that work in obscure means to 
realize a different objective that is legally recognized in the Sharīʿah, is also permitted, 
for example oblique speech to avoid the utterer from be killed, is permissible as it 
serves the objective of preserving of life, one of the essential maqāṣid’s components.527 
These two types of ḥiyal are recognized in the Sharīʿah by virtue of the results of the 
ḥiyal that uphold the objectives of Sharīʿah.  
The differentiation between hiyal and makharij is further explained by Rosman 
(2008). He argued that the concept of ḥiyal in specific meaning refers to a deed of legal 
disposition that is originally permissible in the Sharīʿah. However, it only becomes a 
problem, when the performer of the deed does not intend to achieve the original rule 
prescribed in the Sharīʿah, instead he adopts them as a means to act against or to alter 
the legal rule to another rule. Ḥiyal in this case is associated with a disputed legal con-
notation that the performer wishes to modify the established legal rule in the Sharīʿah. 
The majority of Muslim jurists in this respect disputed its position and legal ruling 
(hukm) in the Sharīʿah528. On the other hand, the concept of makhārij refers to a deed of 
legal disposition intended to achieve greater benefits or to eliminate harms that hap-
pened or will happen, that does not result in any changes to the original legal ruling 
prescribed by the Lawgiver. Majority of Muslim jurists in this respect agree that this 
kind of disposition is permissible. He then illustrates the idea with an example that 
when A lends RM1, 000 to B, and at the time of payment, B gives the principal of 
RM1, 000 with an extra amount of RM100, as a gift due to the generosity of A in giv-
ing him a benevolent loan previously. This transaction is seen as permissible because 
the gift is not stipulated in the loan transaction.
529
 However, the illustration given is not 
coherent with the concept of makhārij, which is employed to circumvent the difficulties 
or hardships. In this respect, the example given, in the IFIs that a product developer 
may combine a loan contract with a hadiyah contract is not justified, which difficulties 
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faced by Islamic banks. It is clear here that the intention here would not be freely cho-
sen expression of gratitude from the borrower, but a binding clause to ensure profit for 
the lender, where the end-result of the transaction is to ensure that the bank makes a 
profit through what seems to be a Sharīʿah-compliant contract. The initial scenario de-
scribes an instance of makhraj, whereas the second describes as instance of hilah.  
To sum up the discussions above, firstly, there is a need to differentiate between 
the ḥiyal and makhārij, where it is observed that they have been used interchangeably. 
Some scholars use ḥiyal interchangeably to mean makhārij, which may complicate the 
understanding of the nature of the latter term. The term ḥiyal signifies the general con-
notations of legal artifices, which may comprise of prohibited and permissible ḥiyal. 
The latter definition is also known as makhārij. The differences between the terms can 
be identified through the end-result of both, where prohibited ḥiyal are used to change 
the established legal ruling, while makhārij are not. The difference also can be noticed 
that the performer of prohibited ḥiyal intends to cause prohibited consequences, where-
as makhārij are not, hence majority of Muslim jurists agree on the permissibility of ma-
khārij. However, to identify the intention is difficult task and this will be discussed in 
the following section. Secondly, the permissibility to circumvent the rules of the 
Sharīʿah is only allowed, when it is accompanied with strong Sharʿī justifications that 
there are some difficulties, hardships, or harms happened that may endanger the objec-
tives of Sharīʿah; the preservation of five values of daruriyat; religion, life, intellectual, 
progeny, and property.
530
 Finally, the use of these ḥiyal as opposed to the makhārij is 
not regarded as normative exits, but rather, as transitory concessions. If the difficulties, 
hardships or harms are no longer existed, the use of these ḥiyal is therefore unwarrant-
ed.  
 
4.5. Intention and Ḥiyal 
 
The legality of ḥiyal has been disputed because scholars argue that the act of 
performer is conflicting with the objectives of Sharīʿah. In this respect, intention or mo-
tive of the performer is the best indicator to determine whether ḥiyal are permitted or 
not. The legal concept of niyyah (intention) takes a prominent role in the Islamic reli-
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gion.
531
 Generally, the Mālikīs and the Ḥanbalīs recognize that intention plays im-
portant role in muʿamalat, whereas the Ḥanafīs and the Shāfiʿīs do not. The latter two 
schools recognize any legal undertakings based on the appearance of the contract. They 
also justify their position based on a legal maxim that stated, “What is important in a 
contract is its form not purpose”, where the former two schools do not.532 However, ac-
cording to Saleh (1992), the difference between these two groups of Islamic law 
schools is not about the unlawful intention when it is explicitly expressed, as they also 
rejected this. For the Ḥanafīs and the Shāfiʿīs, contracts and transactions are always 
lawful in the absence of an expressed unlawful intent. This is in contrast to the Mālikīs 
and the Ḥanbalīs who object and nullify contracts, where the contracting parties exhibit 
implicitly an intention to violate the law and they consider it as irrelevant to the legal 
ruling.
533
 In other words, the Ḥanafīs and the Shāfiʿīs recognize the Islamicity of a con-
tract is based on the appearance of statements or contractual forms. Meanwhile, the 
Mālikīs and Ḥanbalīs’ approval is based on both elements; forms and substance of the 
contracts. If they are contradicted, the latter will prevail. These two legal positions un-
dertaken are very important in Islamic banking, as the proponents of ḥiyal will justify 
their positions on legal artifices based mostly on the Ḥanafīs and Shāfiʿīs. 
There are three components comprise in intention; namely will (iradah), inten-
tion (qasad/niyyah) and cause (sabab), which are interrelated.
534
 Every action of a hu-
man being must stem from his will and a will is geared with intention. Meanwhile, 
cause supplies the reason and justification for the intention that will take place. Precise-
ly, as asserted by Saleh (2009), intention is a mental formulation involving forethought 
of some possible end and the desire to seek and to attain that end. It is rarely expressed 
or admitted and it usually has to be inferred from circumstances and conducts, which 
are assigned into action by the will of the executor. While, will is the mental faculty 
and aptitude that plays a driving force of intention vis-à-vis the contracting party or 
promisor to reach a decision, either to finalize the contemplated legal act or discard it. 
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On the hand, cause is external or internal motives and reasons, which induces a con-
tracting party to conclude a legal act and the aim one intends to achieve through that 
legal act. Cause is also understood as the immediate purpose (al-maʿarid al-
mubasharah), as indicated in the contract itself.
535
 
When a cause is known as an immediate purpose, it means only apparent will 
(al-iradah al-zahirah) is taken into account to assess a deed and there is no further need 
to explore the mental motives of the contracting parties. However, when the cause has 
the meaning of inducing motives (ba’ith) then the inner will (al-iradah al-batinah) is 
taken into account. Cause is rarely discussed by Muslim jurists; instead, intention, 
which is the purpose of the contracting parties in bilateral contracts and of the promisor 
in unilateral undertaking, is more often encountered in the Islamic legal discourses. For 
example, when someone, promises without cause (waʿd mujarad), it means a voluntary 
undertaking, which is bereft of any motives. Thus, if person ‘A’ promises to pay person 
‘B’s debt with no declaration of motive, person ‘A’ is not obligated to fulfil his prom-
ise, although the act to pay the debt is mandatory and obligatory.
536
 Hence, the court of 
law cannot make this alleged claim without any apparent motives or clear evidence, as 
a proof. This is also stated in the article 1628 of the Mejelle, which specified that if the 
cause (sabab) of indebtedness is a mere acknowledgement of the indebtedness, i.e. an 
acknowledgement with no apparent motive, the alleged creditor would not be heard by 
the court.
537
  
The most challenging task is to determine intention, which is good or bad. If the 
intention or motive are explicitly indicated through a clear expression, then the action 
can be judged as bad or not, but most of the times, the expression is hidden. There are 
many discussions on the determination of intention or motives by Muslim scholars. In 
this respect, the Maliki’s and the Hanbali’s jurists regard pious motivation and morals, 
as a sine qua non condition for the validity of legal acts. Ibn Qayyim (d.1350), for ex-
ample concurs that intention in contracts does count and affect the validity and invalidi-
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ty of the contract.
538
 He has delineated some rules for investigating intention. First, (i) 
when intention reveals itself from the wording of the act, no further inspection is need-
ed. Second, (ii) if intention is obscure, then the cause of the act and the circumstances 
can replace the intention. Finally, (iii) if the intention is not found, then he adopts a 
similar position of the Ḥanafīs and Shāfiʿīs that the act is interpreted according to the 
apparent meaning of the contract. The contract remains valid unless there is contrary, 
i.e. an explicit indication of bad intention indicated from the contracting parties.
539
 
However, the remedies proposed by Ibn Qayyim (d. 1350) remain elusive, as in reality, 
the contracting parties would do anything to conceal their bad intention from being ex-
posed, as this will invalidate their contract. If the cause was identified, this is consid-
ered too late, as damage is already done and the rule of Sharīʿah is violated, and the 
prevention of the act prior to examination of the cause of the act is preferable rather to 
remedy the consequences.  
 In this respect, the Mālikīs’ jurists consider that the best solution is prevention 
of any matters that lead to ḥiyal that aims to violate the law. They argue that it should 
be obstructed when a particular act is ‘deemed’ to lead to evil action. To them the ques-
tion of the intention of the perpetrator is not relevant anymore to the objective of de-
terminism of the value of the means.
540
 This approach is known as blocking the means 
(sadd al-dharaʿi), which means shutting down the means that can lead to evil or 
harms.
541
 Accordingly, a means that can be blocked is classified into four categories. 
First category is a means that is favourable or explicitly leads to impairment, such as 
drinking alcohol, which is generally known to have harmful effects and thus this is ob-
viously prohibited in the Sharīʿah. Second category is a means that is conducive to 
permissible matters that are not typically employed for their detrimental effects, as they 
may lead to that, although their benefits are heftier than the potential damage. For ex-
ample, speaking the truth to an oppressive leader is encouraged, as this reveals the 
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truth, which may have harmful effects on him, hence this act shall not be blocked. 
Third category is a means that is permissible but is employed to achieve a harmful ob-
jective, such as bayʿ al-ʿīnah and tawarrūq sales, which shall be blocked. Finally, 
fourth category is a means which is directed to permissible acts that is devoted without 
any intention of harmful effect or there is no certainty, nor even a dominant probability 
that the act would lead to evil, such as deferred sales (bayʿ al-ajal), which is normally 
used as means to procuring usury. This contract shall be permitted as long as there is no 
indication that it is misapplied.
542
 
 Nonetheless, the third and fourth classifications are controversial among the 
scholars. The proponents of ḥiyal argue that the third category, (a means that is permis-
sible but is employed to achieve a harmful objective) shall not be blocked if the situa-
tion is ḍarūrah (necessity). For the fourth category, they also argue that although the 
contract is designed to violate the law, but as long as it has fulfilled the contract’s pil-
lars and conditions, it should be permitted. However, for the opponents; the Mālikīs 
and the Ḥanbalīs reject the above propositions, as for them, if it is presumable that the 
act will lead to evil consequences, it shall a priori be obstructed. This indicates that the 
schools accept the probability or zann as legal evidence for valid basis in deducing le-
gal rulings. Consequently, when there is, a strong likelihood that the means would lead 
to an evil; it may be declared forbidden although it is based on probability alone.
543
 
 Even though, the Ḥanafīs and Shāfiʿīs do not recognize the concept of sadd 
dhara’i' as they contend that in Sharīʿah, the presumption, likelihood, probability and 
suspicious evidence should not be foundation to deduce legal ruling. However, both 
schools agreed that if the apparent statement or motives are clearly expressed in the 
terms of the contract, they also would rightly interdict such transaction, but not to the 
extent of invalidating it. This is due to, they argue that the intention of the party may 
change and not remain constant throughout or even after it was concluded.
544
 For ex-
ample, Imam al-Shāfiʿī does prohibit bayʿ al-ʿinah ethically as a reprehensible 
(makrūh) contract, when a corrupted intention on the part of the purchaser is not made 
manifest, but not to the extent of invalidating the transaction. However, if the unethical 
intention of the parties is obviously manifest, for example, the seller stipulates to the 
buyer that shall not sell the commodity sold to him to either party, except him. This is 
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contrary to the basic requirement of sale that when the object is sold by the seller to the 
buyer, the new owner has a freedom to dispose the object.
545
 
 Meanwhile, al-Sanhūrī (1950), attempts to construct two modes of legal effica-
cy of the subjective cause of intention, which do not appear in the contract. First, it 
could be noticed from dictation, declaration, or assertion of the contracting party to an-
nounce the purpose of the transaction. For example, in the case of hiring concubines for 
adultery, is not permitted because adultery is prohibited under the Sharīʿah law. Anoth-
er example stated by him is if one purchases a male sheep or cock that stipulates to be-
come a fighter or slave girl that stipulates to become a singer or prostitute, then such 
sale is also prohibited. This is because the purpose of the sale, as entertainment is con-
ceded as a prohibited act.
546
 From such commitments, the seller may asses the intention 
of executor of the transaction through the obviously utterance or expression in the ini-
tial transaction by the purchaser. Nonetheless, the flaw of this approach is that normally 
the executor or perpetrator would not at all explicitly express his intention, if it is to vi-
olate the literal law. If it were explicitly spoken then surely the seller would not deal 
with him. 
 The second approach is the effort to uncover the implicit or suspicious unlawful 
intention, which can be dictated from the subject matter (maʿqud ʿalayh) transacted, 
such as the misappropriation of a knife or a weapon to kill someone, although the pur-
chaser does not explicitly state his motives of the transaction. Again, this is also argued 
by al-Sanhūrī (1954) that the approach adopted by the Abū Hanifah (d. 767) and his 
two disciples; Abū Yusuf (d. 798) and al-Shaybani (d. 804/805). Some goods are not 
prohibited and the Qur’ān and the Sunnah are silent about them and question arises 
whether they are considered lawful objects when their very nature attests to possible 
violation of the law. For instance, musical instruments, whose main function is enter-
tainment, raise two questions. Firstly, al-Sanhūrī (1954) asked whether the prohibition 
is based on objections against the physical instrument per se or against the objective of 
the instruments as being used for entertainment, which makes the instruments unlawful 
for exchange. According to Abū Hanifah, the exchange of the instruments is legally 
recognized in the Sharīʿah provided the purchaser is silent on the purpose and use of 
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the object, since it may be used in different ways from the normal function, such as 
their material constituents may serve ends other than producing melodic tunes. Mean-
while, Abū Yusuf (d.798) and al-Shaybani (d. 804/805) opine that the normal cause 
(sabab) for buying the instruments is sufficient proof to invalidate the sale. Arabi 
(1995) in this respect clarifies that although the absence of an explicit statement by the 
purchaser of the transaction’s purpose, does not excuse him from legal accountability 
because the dominant intent behind the transaction is unlawful. Hence, both scholars, 
i.e., Abū Yusuf (d. 798) and al-Shaybani (d. 804/805) were inclined to prohibit such 
transaction.
547
 However, the shortcoming of this approach is that the subject matter 
dealt with does not necessarily lead to negative or undesirable purpose, as the intention 
of the purchaser may change before and after the deal because it is hidden. One cannot 
assume the purchasing of weapon by ordinary person,  is only to kill or to harm other 
people, but perhaps, the real intention of the purchaser is to protect his family’s mem-
bers and properties. 
  Another approach is to identify the consequences and outcomes of the contract. 
For example, if the initial contract concluded is sale, but it is used by perpetrator as a 
legal trick to circumvent the prohibited elements, then the contract can be denounced as 
illegal because it was concluded dissimilar to the initial intention of the contracting par-
ty. However, the deficiency of this method is that the contract has already been ensued 
and the precautionary element is thus considered late, since the damage or the impair-
ment has already occurred.
548
  
To conclude the discussion above, it can be established that identifying inten-
tion is a difficult task for any jurist or judge, since it is not easy to determine the inner 
intention of the contracting parties. One cannot judge someone’s action solely based on 
their intention, as it may change abruptly, prior to or after the transaction is concluded. 
What can be done is to identify the intention of the parties involved through legal doc-
umentation or contracts that are normally used to circumvent the prohibition of ribā 
such as bayʿ al-ʿīnah, bayʿ al-wafa and organized tawarrūq. These contracts are al-
ready known as ḥiyal contracts, and therefore, they are supposedly prohibited in 
Sharīʿah, and Islamic banking and finance. Nonetheless, if they are permitted, the scope 
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of their applications must be restricted only in the cases of necessity (ḍarūrah), in 
which there is no alternative can be provided, except by using these contracts. 
 
4.6. Identifying Ḥiyal in Islamic Commercial Transactions 
 
Ḥiyal can be identified in various ways and methods. As asserted above, the 
presence of ḥiyal is difficult to be recognized in the normal sense especially by ordi-
nary people, as ḥiyal are employed in a hidden or concealed method. However, there 
are several ways to know when ḥiyal are being practiced in Islamic commercial trans-
actions.
 549
  
Firstly, ḥiyal can be identified, as they are used in extraordinary or unusual situ-
ations in commercial transactions. For example, in a five-year lease contract of one 
piece of land, a lessee’s concern is probably that his lessor will terminate the contract 
earlier than the contract is meant to end, which will obviously causes him inconven-
ience, especially if he plans to lease the land for a longer period of time. Hence, the les-
see attempts to persuade his lessor that the rental rate for the first, for example, five 
years, is low and suggest to the lessor that he may increase the rates gradually, the year 
after five years. Therefore, if anything happens that may probably induce the landlord 
to terminate the lease contract before the end of the agreement, at least he has tried to 
mitigate and minimize the risk faced by the lessee, where he would have only paid a 
small amount of fee. Similarly, the property owner is also concerned with the early 
termination of the lease contract made by the lessee, and he also can mitigate the risk 
by imposing a high rental rates in the initial years of the rental agreement and then he 
gradually reduces the rates in the final years of the rental agreement. If the lessee at-
tempts to terminate the contract earlier than, which is supposed, at least the effect to the 
property owner is minimal. From the aforementioned example, it is observed that ḥilah 
in this case is done in an unusual situation in the ijārah contract, for typically the rate 
of rental charged is usually standardized and constant throughout the rental period.
550
 
This is permissible ḥiyal since both parties are not cheating or tricking with each other, 
instead it is employed as a risk management tool. 
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Another way to know ḥiyal is being employed is when the contracting parties 
stipulate an extra element or extra stipulations in the contract, such as an object of sale 
contract that is not required or may benefit to them. For example, a condition requires a 
buyer to return the item that he bought previously from a seller, once the original price 
is given back by the seller in the bayʿ al- wafa (redemption’s sale). Other example is 
that a compulsory hibah to be paid to the muḍārabah deposit account or that a compul-
sory condition for the lessee to purchase the leased asset at the end of lease period. All 
of these stipulations are void and null from the principles of Sharīʿah.551 For example in 
the case of sale and lease back of the sukuk (Islamic bond) structure of financing a pro-
ject (e.g. a construction of highway). An aspect of hilah in this case occurs when the is-
suer of the sukuk promises to buy back the asset sold to investors in the declaration of 
default of the project or business venture.
552
 It is observed from the micro perspective 
of the structure; it is seemed that only sale and lease contracts are engaged. However, 
from the macro perspective, the structure of the sukuk is financing, whereby the issuer 
is the borrower and the investors are the lender. The employment of sale and lease con-
tracts is only to conceal the real intention of both parties to circumvent the prohibition 
of riba. 
Nonetheless, extra element in contract such as promissory undertaking has been 
disputed on its legality in the Sharīʿah. Sharīʿah scholar, such as al-Masri argues that it 
is prohibited to use promissory undertaking to structure the product as above, since the 
effect of promise is similar to contract. This is because the undertaking is binding and 
enforceable in the court of law and this effect is similar to the contract.
 553
 However, it 
was rejected by Muslim scholar, such as Laldin (2012) where he argues that the prom-
issory undertaking is different from contract. Promissory undertaking is concluded sep-
arately from the main contractual arrangement.
554
 Although it is concluded separately 
from the original agreement, from the overall picture of the product, the undertaking is 
only a ḥilah to evade the prohibition of riba. For example in the case of sukuk, promise 
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is used to guarantee the invested capital and expected profit of the project by the client 
in the event of default. In this respect, it seems that both parties have signed two con-
tracts; one is the original contract, another one is a binding force to oblige the party, be-
sides the condition stated in the original contract.
555
  
 
4.7. Parameter of Ḥiyal 
 
From the foregoing discussion, it is observed that the method of ḥiyal can be 
used only in restricted ways, since the in-depth understanding of the rule for its applica-
tion is impermissible. In this respect, some scholars, such as Rosman (2008), Ismail 
(2010) and Abdul Khir (2011) have proposed some legal parameters to control its em-
ployment in Sharīʿah as well as Islamic banking.556  
 
4.7.1. Hiyal must be consistent with the objectives of Sharīʿah 
 
Firstly, the use of ḥiyal must be consistent with the objectives of Sharīʿah that 
are to preserve the matters of ḍarūrīyāt (essentials), hajiyyat (necessities), and tahsinni-
yat (embellishments). If the method is applied to other than, the scope of objectives, 
then it is regarded as prohibited. Ḥiyal in the phase of ḍarūrīyāt must be placed in prec-
edence than ḥiyal in the phase of hajiiyat. Likewise, ḥiyal in the phase of hajiyyat must 
be the main concern rather than ḥiyal in the phase of tahsinniyat. For example, the 
commodity of murābaḥah, which is based on the concept of tawarrūq of personal fi-
nancing in Malaysia, is regarded in the phase of ḍarūrīyāt, since there is no alternative 
that can replace the product.
557
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4.7.2. The intention must be in parallel with the Sharīʿah 
 
Secondly, the intention of the performer must be consistent with the purposes of 
Sharīʿah and should not show any contradiction with each other. Principally, the inten-
tion of the performer must be consistent with the religious (diyanatan) and juridical 
(qada’an) obligations. Whatever the expression of intention in practicing ḥiyal; the ex-
pression must be recognized in the religion as well as in the court of law. However, if 
there are some constraints that may affect the greater benefits (al-maṣlaḥah al-rajihah) 
of the society, then the recognition of ḥiyal’s validity at the court is sufficient, even 
though it is not recognized in the religion.
558
 This can be illustrated in the case of the 
exchange between two currencies. It was prohibited for these two items of same genus 
under the category fungible items (mal al-mithl) to be exchanged without spot delivery 
and unequal quantity. However, it is permissible, if the intention of the exchange is to 
give a benevolent loan. The difference between the cases is the intention of the parties, 
whereas the sale contract is commercial and intends to gain profit and benefit, the loan 
contract is a benevolent contract.
559
 
 
4.7.3. The means and ends must not contrary 
 
Another parameter is that the means (wasa’il) to do ḥiyal must not be contrary 
to the end objectives of Sharīʿah. Means are only ways to achieve the ends or objec-
tives of one deal, and if it is contrary to the principle of the ends, then it must be ob-
structed, since the ends do not justify the means. For example, the end objective of sale 
transaction is transferring the ownership. If there is a way to block of the handover of 
the genuine ownership to the real owner, then the means is invalid. This can be illus-
trated in the function of special purpose vehicle in sukuk that holds the beneficial own-
ership. When the issuer of sukuk is default, it is supposed that the investors have a right 
to sell off the asset that they hold. However, they could not do that because the owner-
ship that they hold is only beneficial ownership, not the legal ownership. In this case, 
the issuer will purchase the asset back through purchase undertaking. This practice is 
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void in Sharīʿah because it obstructs the real ownership from using his legal right that 
he may dispose the asset to whom he wishes.
560
  
 
4.7.4. Hiyal must be public interests 
 
Next parameter is that the maṣlaḥah (public benefits) that is to be achieved 
through ḥiyal must have preponderant public benefits (al-maṣlaḥah rajihah) to the 
community. The public benefits attained by the society and community prevail over the 
benefits profited by the individuals. In other words, if the benefits only serve the indi-
vidual or certain organization or one group in the society, then that maṣlaḥah is not 
recognized in the Sharīʿah. It is otherwise, if the maṣlaḥah aims to achieve the purpose 
for the large group or a majority faction in the society or the whole entity of the eco-
nomic system, then that maṣlaḥah is accepted in the Sharīʿah. For example, in the case 
of bayʿ al-ʿīnah practiced in Malaysia, although it has been prohibited by majority of 
scholars. Sharīʿah scholars in Malaysia justifies that the contract is still required in the 
society especially for personal financing facility and liquidity management for Islamic 
banks. It is permitted, since there is no alternative to replace the contract, although it 
has been debated that it is a prohibited ḥilah instrument.561  
 
4.7.5. Hiyal must not be employed for long-term solution 
 
Furthermore, ḥiyal approved by the Sharīʿah bodies or muftī or any legal 
Sharīʿah entity for the purpose of short period of solutions shall not be used in the long 
term. If there is a feasible alternative that can substitute the ḥiyal instruments, then the 
ḥiyal should not be further applied. This can be shown in the practice of adding extra 
element that is not required for validating the contract. For example, aluminium is use 
in the tawarrūq structure for car financing is not relevant, since it is not required for the 
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financing. Other alternative contracts, such as ijārah, murābaḥah or mushārakah mu-
tanāqiṣah, would have been more practical contracts for the purpose.562 
 
4.7.6. Prohibited ḥiyal must be blocked 
 
Finally, ḥiyal that are categorized under prohibited ḥiyal should be blocked 
(sadd al-dharaʿi’) in order to avoid any circumvention of ribā.563 In this respect, the 
concept of sad al- dharaʿi’ is related to the means that can lead evil and harms to the 
Sharīʿah. Ibn Taymīyah (d. 1328) divides the means into three types. Firstly, the inevi-
table means that leads to the unlawful consequences, which are prohibited. Secondly, 
the means, which probably would not lead to the prohibited, but generally and normally 
do so, is also prohibited. Thirdly, the means that only sometimes leads to the illicit re-
sult. However, if the means that results to achieve greater benefits to the society, then it 
is permitted otherwise this too is prohibited.
564
 Accordingly, all these means are prohib-
ited, even though the executor does not have any intention to do the deed. If a person 
intends ultimately to arrive at the unlawful ends through ḥiyal, then it is a priority the 
means to be blocked and if the means itself is unlawful, then it therefore should be pro-
hibited.
565
  
 
4.8. Ḥiyal in Islamic Banking’s Practice 
4.8.1 Bayʿ al-ʿInah 
 
Islamic banking has various contracts, which have comprised of legal arti-
fices’element. For the purpose of illustration, this study selects two famous contracts 
applied in the IBIs, namely bayʿ al-ʿinah and tawarrūq. Literally, al-ʿīnah means an ar-
rangement whereby a person sells an asset to another for deferred payment. Subse-
quently, the seller buys back the asset from the buyer for cash payment before the full 
amount of the deferred price is fully paid, in which the cash price is lesser than the de-
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ferred price (see figure 4).
566
 Bayʿ al-ʿīnah is normally used in financing products, such 
as personal, house, credit card, and car financing. Many academic studies by either 
classical or contemporary scholars have been done on the bayʿ al-ʿīnah contract. They 
had differing opinions about its permissibility and prohibition. Briefly, among the clas-
sical jurists, only the Shāfiʿīs and the Ẓāhirīs permitted and legalized bayʿ al-ʿīnah. 
Both schools contend that as long as the contract fulfills the requirements of sales, it 
would be accepted by Sharīʿah and they do not accept mere assumptions of any illegal 
intention or motive behind the contract, which has been discussed above. According to 
al-Nawawi of the Shāfiʿīs (d.1070), he said that it is a permissible contract given that it 
would not become customary practice and that the second sale is not stipulated in the 
first sale.
567
 Some of the Shāfiʿīs’ jurists regard that bayʿ al-ʿīnah is reprehensible 
(makrūh), despite admitting its legality.568  
The structure of bayʿ al- ʿinah proposed by Imam al-Shafi’is can be described 
as follows: (a) Ali buys an item from Borhan in deferred payment and Borhan delivers 
the item to the buyer. Subsequently, Ali sells back the item to Borhan in cash, whereby 
its price may be lower or higher than the first sale transaction. (b) Ali buys an item 
from Borhan in deferred payment and Borhan delivers the item to the buyer. Then, Ali 
sells back the item to be in deferred payment, whereby its price may be lower or higher 
than the first sale transaction. (c) Ali buys an item from Borhan in deferred payment 
and Borhan delivers the item to the buyer. Then, Ali sells back the item to Borhan, but 
the compensation of the transaction is in the form-exchanged item (barter).
569
 
On the other hand, the Mālikīs and the Ḥanbalīs rejected the validity of bayʿ al-
ʿīnah as they argue that the contract is merely a ḥilah to evade the prohibition of 
ribā.570 Whereas, the Ḥanafīs assert that the contract is prohibited if the sale and buy-
back are between the same two parties, since it would be similar to the fictitious trans-
actions.
571
  
 
                                                 
566
 Ibn Manzur, Lisan al-ʿArabi, vol. 10, 141. 
567
 Muhyi al-Din Abū Zakariyya Ibn Sharaf al-Nawawi, Rawdah al-Talibin (Bayrūt: Dār al-Kutub al-
‘Ilmiyah, n.d.) vol.3, 85-86; Engku Rabiah Adawiah Engku Ali “Bayʿ al- ʿInah and Tawarruq: Mecha-
nisms and Solutions,” in Essential Reading in Islamic Finance, edited by Mohd Daud Bakar and Engku 
Rabiah Adawiyah binti Engku Ali (Kuala Lumpur, CERT, 2008), 136. 
568
 Zuhayli, Al-Fiqh al-Islami, vol.4, 467-468; Engku Rabiah Adawiah, “Bayʿ al- ʿInah and Tawarruq,” 
138. 
569
 Mohamad, “Isu-Isu dalam Penggunaan Bai’al- ʿInah dan Tawarruq,” 70. 
570
 Engku Rabiah Adawiah, “Bayʿ al- ʿInah and Tawarruq,” 138. 
571
 Ibid. 
184 
 
 
Figure 4: Bayʿ al-ʿInah Structure572 
 
Since bayʿ al-ʿīnah is attributed to ḥiyal that aims to circumvent the prohibition 
of ribā, most Muslim jurists in the Middle East prohibited the practice of the contract. 
Therefore, there is no further discussion for validating it from the perspective of 
Sharīʿah from them. 573 However, this approach is different from the one adopted by 
the Malaysian Sharīʿah authority and jurists. For example, the SACBNM has endorsed 
the practice of the contract in the IFIs. The SACBNM has gradually resolved the prob-
lem of bayʿ al-ʿīnah in different stages, where five resolutions have been made. The 
first resolution made, as a blanket approval was dated on 8 July 1997, where the coun-
cil resolved that bayʿ al-ʿīnah is permissible to be employed in issuance of Negotiable 
Islamic Debt Certificate (NIDC). In the second resolution of using bayʿ al-ʿīnah in Is-
lamic money market, the council stated that the practice of the contract should follow 
the methods used by al-Imam al- Shāfiʿī that there is no ribāwi item involved. Howev-
er, the council did not elaborate in detail the method proposed by al-Imam al- Shāfiʿīs. 
The third resolution dated on 10 April 2000 and 30 January 2002, the council resolved 
that sale and buy back contract on different dates is permissible and it is not a form of 
bayʿ al-ʿīnah. Next resolution is more stringent, where the council stipulates that the 
application of the contract must observe the following conditions. It must consist of 
two clear and separate contracts; a purchase, and a sale contract. Furthermore, there is 
no stipulation is assigned to repurchase the asset. Other condition is that sale and buy-
back concluded must be settled at different times. Next condition is that the sequence of 
each contract is correct, whereby; the first sale contract shall be completely executed 
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before the conclusion of the second sale contract. Finally, the transfer of ownership of 
the asset and a valid possession of the asset must be in accordance with the Sharīʿah 
and customary practices of business. Final resolution, which was dated on the same 
day, is only an attestation of the council concerning the stipulation to repurchase the as-
set that would render the contract as void.
574
  
The main reason of the prohibition bayʿ al-ʿīnah among majority of Muslim ju-
rists and Sharīʿah authorities is the intention of contracting parties to circumvent the 
prohibition of ribā. They argue that the contract has violated the very basic purpose of 
sale transaction, where it is normally employed to exchange asset or commodity re-
quired by the buyer with money, and not an exchange of money with money. This can 
be evidenced through the contractual arrangement organized is clearly not to achieve 
the purpose of sale. However, SACBNM rejects this proposition and accepts the opin-
ion of the Shāfiʿīs, where the main justification of prohibiting any contract cannot be 
based on a mere presumption based on contractual form. Although majority scholars do 
not agree with the contract, Muslim jurists in Malaysia, such as Mohamad (2006) and 
Engku Ali (2006), argue that the contract is still required in Islamic banks, as it be-
comes a temporary transition for the banks to establish their products in the market.
575
  
 
4.8.2. Tawarrūq 
 
Tawarrūq literally is derived from the Arabic term “al- wariq”, which means 
silver money. Tawarrūq in the medieval time was used to denote seeking silver money 
(dirham), whilst nowadays; it is employed for seeking paper money. Tawarrūq is seen 
as an alternative instrument for bayʿ al-ʿīnah, which has been used for personal financ-
ing and liquidity management for Islamic bank. In practice of Islamic banking, ta-
warrūq is a form of sale in generating liquidity (cash) provided by IBIs to the customer 
that requires liquidity or cash in hand, which involves three parties rather than two par-
ties in bayʿ al-ʿīnah transaction. This transaction is performed, firstly by the financier, 
i.e. Islamic bank, sells an item to the customer with deferred payment mode. Then, the 
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item is sold again by the customer to another third party under the basis of bayʿ al-
wadīʿah (selling at a price lower than the first purchase) to generate cash for him. It is 
stipulated, that the third party involved must not have any legal relationship to the orig-
inal seller.
576
 Typically, this transaction is made when someone is in a need of money 
to meet his personal desire and to avoid the practice of usury. 
There are two forms of tawarrūq as implied by the Muslim jurists operating in 
the industry. However, the term of tawarrūq implies various terms. These include al-
tawarrūq al-fardi (tawarrūq on individual basis) or al-tawarrūq al-fiqhi (juristic ta-
warrūq) or al-tawarrūq al-haqiqi (genuine tawarrūq). Another classification is al-
tawarrūq al-munazzam (organized tawarrūq) or al-tawarrūq al-masrifi (banking ta-
warrūq).577 The al-tawarrūq al-fiqhi or al-tawarrūq al-haqiqi is the purchase of a 
commodity possessed and owned by the seller for a delayed payment, whereupon the 
buyer (al-mutawarriq) will resell the commodity for cash to a third party, other than the 
original seller, in order to acquire cash (al-wariq). In the first situation, the first buyer 
buys an item in installments from the first seller and sells it to a third party for cash at a 
price lower than the purchase price in installments. In this position, the third party in-
volved has no connection with the first seller, where it is stipulated in the Sharīʿah that 
he cannot be associated of any means to the third party, directly or obliquely, if the 
buyer would sell the purchased item to him. On the other hand, tawarrūq al-munazzam 
is different from the genuine tawarrūq, where the third party is arranged by the seller. It 
is seems that in this arrangement, the seller is deliberately attempted to ease the buyer 
to sell the commodity for cash, but in actual sense, both parties arrange a circumvention 
of riba. In this regard, most Muslim jurists, theoretically agreed and concurred with the 
permissibility of the genuine tawarrūq, whereby the organized tawarrūq is disputed.578  
Currently, most tawarrūq products developed and practiced in Islamic banking 
serve the purpose of facilitating liquidity management and credit financing required by 
the Islamic banks or individuals. Liquidity facility in the context of the banks is done 
through inter-bank placement between the Islamic banks that have surplus with the oth-
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er banks that have deficit of funds. Both banks, for example, Bank A with surplus of 
fund and Bank B with shortfall of fund, would negotiate the general terms before any 
tawarrūq is executed. Prior to the transaction, Bank A buys a specific commodity, such 
as palm oil, from supplier A. The bank then sells to the Bank B on a murābaḥah basis 
and the method of payment is based on deferred payment. Bank B would accept the 
commodity and then sells it again to Supplier B on the spot arrangement. Whilst for the 
liquidity to consumers and clients, it is done on a similar basis, where at the end of the 
transaction, the customer will get cash in hand. With respect to credit financing to the 
individual, the method of structuring the financing is similar to the above framework 
(see figure 4). 
 
Figure 4: Tawarrūq Structure 
Most classical jurists agreed on the permissibility of genuine tawarrūq transac-
tion, supposing that there is no connection or stipulation between the three parties in-
volved.
579
 The issue of tawarrūq has attracted further discussions among Muslim 
scholars especially in the Middle East, such as Prof. Dr. Wahbah al-Zuhayli, since the 
contract is not clearly prohibited among classical and contemporary jurists.
580
 Classical 
jurists such as ‘Umar Ibn Abd Aziz and Muḥammad al-Shaybani opined to discourage 
the practice of tawarrūq, whereas Ibn Taymīyah (d.1328) and Ibn Qayyim (d.1350) 
disallow its practice as it is similar to the legal artifice of bayʿ al-ʿīnah.581 Meanwhile, 
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other contemporary scholars, such as Shyakh Muḥammad Taqi Usmani, Chairman of 
the AAOIFI, claimed that organized tawarrūq is a legal trick to generate cash through 
the camouflage of ribā. The Muslim jurists suspect that both contracting parties; the 
first seller and second buyer, have a pre-agreement and collusion to arrange the whole 
structure. This is similar to arrange financing facility with interest charged, but in the 
way of sale transaction. The main activity of Islamic economics and this activity, if it is 
expanded then it will hamper the progress of Islamic economics, as it will restrict and 
narrow the economic activities that Islamic economics aims at. The alternative con-
tracts of tawarrūq, according to his opinion are mushārakah and muḍārabah, which 
encourage the participative economic activities and fair distribution of wealth among 
people.
582
 However, he failed to remember that most tawarrūq contracts are structured 
to facilitate personal requirements, such as paying debt, education, car, or liquidity 
management that are not related to business of partnership. 
In the same vein, Siddiqi (2007) generally claimed that organized tawarrūq as 
realizing more corruption (mafsadah) rather than benefit (maṣlaḥah). One of them is 
that the product may create debt-proliferation. This contract among others leads to the 
creation of debt, which is likely to go on increasing and will cause in an exchange of 
money now with more money in the future. It is regarded as unfair in view of the risk 
and the uncertainty involved, which leads to gambling and speculation through debt 
creation. Furthermore, it also causes inequity in the distribution of income and wealth, 
and contributes to raising anxiety levels and the destruction of the environment by con-
solidating debt financing. He also argues that tawarrūq may be beneficial on an indi-
vidual level but if it were practiced on a large scale, it would cause in the multiplication 
of debt in the society, which would result in a macroeconomic uncertainty.
583
   
Khan (2009) contends that the commodities engaged in the transaction do not 
move around or are transferred from one hand to another hand. This is because it is be-
ing prepared through implicit ‘netting arrangements’ by the first seller and the second 
buyer (the third party). What happens in reality is that at any point of time, the com-
modities’ brokers own a quantity of commodities, e.g. metal, in which they will use and 
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reuse the same commodities at many times during the same day, as the subject matter 
of the transaction in numerous consecutive sales. For example, a broker holds 100 tons 
in his warehouse, that are valued at say Euro 100 million and he conducts tawarrūq 
transactions  amounting to any multiple of that, for example Euro 10 or Euro 50 million 
or more. Throughout the whole processes, the tawarrūq’s commodities do not shift 
even an inch from the original position, as the commodities are not meant for the deliv-
ery to the parties concerned, i.e. the first and second buyer. In this case, he likens this 
transaction to the fractional reserve banking in conventional banks. Consequently, in 
truth, the physical commodities that should be transferred from the first seller to the 
first and second buyer are not materialized.
584
 
The IIFAOIC in its 19
th
 meeting held between 26-30 April 2009, banned ta-
warrūq that has features of organized structure.585 The academy held that organized ta-
warrūq is similar to individual tawarrūq in terms of the nature of selling and purchas-
ing of the object. However, it is different in terms of the process engaged in the whole 
transaction, where, the first seller prearranges with the third party involved. The seller 
or financier acts, as an agent to the first buyer to sell the item to the third party (second 
buyer).
586
The effective cause (ʿillah) provided by IIFAOIC was that the contractual ar-
rangement is made simultaneously between the financier and the mustawriq (the seeker 
of liquidity), either it is executed, explicit or implicitly or based on common practice in 
exchange for a financial obligation, is a circumvention of ribā.587 IIFAOIC considers 
this type of the transaction as deception in order to obtain quick cash from the arrange-
ment, which constitutes the element of ribā. It is a synthetic arrangement to justify the 
transaction, in which the real purpose is to exchange money now for more money later. 
Based on these legal reasoning, it could be observed that the IIFAOIC seems to take in-
to account the intention or motive of the financier, i.e. Islamic bank, which is made 
clearly known that the contract’s goal is to provide loan facility with interest charged, 
but in the form of sale transaction. 
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However, previously, there were other resolutions made by less prominent fa-
tawa institution, the Islamic Fiqh Assembly of Muslim World League (IFAMWL) 
based in Mekkah, in its two sessions. In the first resolution issued at the 15
th
 meeting 
held on October 31, 1998, the IFAMWL admitted tawarrūq without reservations.588 As 
the tawarrūq was practiced widely in the Gulf countries, the IFAMWL issued and re-
vised the former resolution in its 17
th
 meeting held December 13-17, 2003 that divided 
tawarrūq into two types; al-tawarrūq al-haqiqi (genuine tawarrūq) and al-tawarrūq 
al-munazzam (organized tawarrūq). The IFAMWL permitted the former while it pro-
hibited the latter in Islamic financial transaction. The IFAMWL has given the reason 
for the prohibition because the process of transferring of the good´s title by the financi-
ers to the customer is ambiguous and vague, where there is no indication that the finan-
ciers are willing to transfer the title to the new owner, i.e. customer.
589
 
 From the three resolutions mentioned above, both institutions have agreed that 
classical tawarrūq contract is permissible, whilst organized tawarrūq is impermissible. 
The AAOIFI, another Islamic institution of legal response, which is currently based in 
Manama, Bahrain, has also provided Sharīʿah Standard, No. 30 to deal with the issues 
of tawarrūq. Among the requirements needed for practitioners to comply with in order 
to make it valid in the Sharīʿah, are the following. First, the bank or its agent should not 
sell the commodity on the customer’s behalf if the customer initially bought that com-
modity from the bank; neither should the bank arrange a proxy third party to sell this 
commodity. Second, instead, the client should sell the commodity either himself or 
through his own agent. At the most, the bank should provide the client with the infor-
mation needed to sell the commodity.
590
 These stringent requirements are provided for 
avoiding and preventing the contracting parties in manipulating the transactions to 
camouflage the prohibition of ribā. 
Notwithstanding, the SACBNM still allows the practice of tawarrūq in Malay-
sia. In the five resolutions made by the council, it did not address specifically the issue 
of organized tawarrūq, which has been ardently debated by scholars at the international 
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level. In the latest resolution dated on 30 July 2008, the council resolved a product 
structure of commodity murābaḥah house (CMH), known as suq al-sila’, as permissi-
ble given that the traded crude palm oil shall be identifiable and precisely determinable 
in terms of its location, quantity and quality in order to meet the features of a real trans-
action. It is also ‘recommended’ that the transaction shall be executed randomly (un-
specified or has not been predetermined or pre-arranged). It aims to ensure that the 
transacted asset is not to be resold to the original supplier. It is recommended that the 
transaction be made randomly in order to better meet the original features of tawarrūq. 
The term, ‘recommendation’ established in the resolution shows that the council does 
not so strictly regulate the issue of organized tawarrūq which indicates, on the other 
hand that it still allows the organized arrangement in the transaction of CMH.
591
  
 Nonetheless, the opinion of the above scholars was rejected by Hasan (2009), a 
Sharīʿah committee for SACBNM and Sharīʿah Advisory Council of Security Commis-
sion. He argues that tawarrūq is still desirable in the Islamic financial industry, because 
there is no viable alternative to replace the contract. What is required is to strengthen 
and improve the structure of the arrangement rather than prohibiting it without propos-
ing any feasible alternatives. The contract is prohibited due to several violations and if 
it is properly fixed, executed, and fulfilled, in accordance to the requirements stated in 
the AAOIFI’s standards, then the contract should not be prohibited. He furthermore 
suggests that some indispensable ‘principles’ are required; these are briefly mentioned 
as follows. First, the commodities used must be fitting as an underlying asset to meet 
the necessary requirements of a valid subject matter of a sale contract. Second is to al-
low Sharīʿah audit to examine operation of commodities used redundantly in the trans-
action. Third, the parties must conclude the contract separately in order to avoid the 
prohibition of two sales in a single sale. Finally, the seller is able to deliver the com-
modities if the parties concerned make such a request, in order to prove that the genu-
ine economic transaction has transpired.
592
 
 In this respect, it is also observed that Hasan (2009) only sees the contractual 
form of the contract and he fails to observe the real intention of the contracting parties 
that arrange the contract. The recommendations suggested by him are only to improve 
the appearance of the tawarrūq and not the essence of the prohibition. The IIFAOIC 
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and the AAOIFI, in this case do not prohibit classical tawarrūq that contracting parties 
separately conclude. This is not similar to organized tawarrūq where the first seller, i.e. 
Islamic bank already arranges each transaction. The contract in entirety resembles a 
ribā transaction, thus the two institutions opposed it. Furthermore, the suggestion that 
the commodities used must be suitable and to be delivered is inadequate, as the com-
modities used only perform a cosmetic arrangement and each party involved does not 
have any intention and plan to own the ‘commodities’. In addition, most of the trading 
of commodities is controlled by big commodities exchanges such as London Metal Ex-
change and The Chicago Mercantile Exchange, which do not have any Sharīʿah council 
to monitor their operations of the exchange and all of the exchanges, are conducted 
through conventional procedures. Thus, if the Sharīʿah members wish to conduct 
Sharīʿah audit, surely the brokers and the exchanges would refuse, as there is no asso-
ciation with their operation, and especially as they operate under different jurisdiction, 
i.e. conventional legal framework. Hence, as asserted by Khan (2009), the intrinsic 
message of both fatawa institutions is “either do it properly (as required in the 
AAOIFI’s standards that is classical tawarrūq) or don’t do it all” is a proper standpoint 
and a strong memorandum for the prohibition.
593
    
  Another supporter of organized tawarrūq, Rafe Haneef (2009), CEO of HSBC 
Amanah (Malaysia), claims that organized tawarrūq has been used effectively to satis-
fy a variety of social needs ranging from financing educational fees, medical expenses, 
legal costs and various other genuine needs. If it is prohibited, customers in these situa-
tions will unfortunately end up taking a conventional facility since other options are 
simply not feasible. He furthermore questioned that why only tawarrūq and why not 
other contemporary products, such as bayʿ al-murābaḥah lil-āmir bi-al-shirāʼ, ijārah 
muntahiyah bi tamlik, contemporary sukuk muḍārabah, mushārakah or wakalah, which 
share similar features, are not prohibited. This is because he implies that the structure 
of organized tawarrūq is similar to other contemporary contracts and the proponents of 
the prohibition have applied different standard to tawarrūq. This is specifically in ref-
erence to the issue of appointing wakalah or an agent to organize the transaction. He 
questioned why it is prohibited for the mutawarriq (customer) to appoint the muwarriq 
(the first seller) to sell the commodity to the third party, albeit it is permitted in bayʿ al-
murābaḥah lil-āmir bi-al-shirāʼ (cost markup sales for a purchase orderer) and ijārah 
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muntahiyah bi tamlik (hire purchase). This is due to the same standard, i.e. appointing 
an agent, is also applied to organized tawarrūq. He also contended that the prohibition 
of organized tawarrūq is because the disappointment of the proponents of the prohibi-
tion on the Islamic finance industry and prohibiting organized tawarrūq would give a 
strong message to the industry so that it has to transform from conventional platform to 
the truly Islamic economics spirit. Moreover, he realized that the difference between 
the contemporary contracts and organized tawarrūq is that the customer of the former 
contracts requires the goods and assets financed to be involved in the transaction. How-
ever, in the transaction of organized tawarrūq, the customer merely necessitates ‘artifi-
cial assets’ as a prop and underlying asset, which appears as synthetic contract or pro-
hibited ḥiyal to the proponents that results to ribā.594 
 
4.9. Conclusion 
 
Generally, most Muslim jurists accept ḥiyal in Sharīʿah on the ground that the 
practice is not explicitly contrary to the Sharīʿah principles – it does not make illegal 
matters permissible. However, this proposition is too general and creates a tension be-
tween, on one hand, the Islamic value in religion of Islam that promotes the rule of law 
and on the other hand, creates circumvented means to evade that same law. From the 
arguments above, it is established that ḥiyal are only permitted and restricted to situa-
tions of difficulty and hardship exposed by a Muslim in order for him/her to practice 
his daily life as a Muslim.  
Nonetheless, in the context of product development of Islamic banking, it seems 
that the practice of ḥiyal has been unduly employed in many situations. This creates 
some perception that Islamic banking is not Islamic as propounded by the founders of 
Islamic banks, but as “bank of ḥiyal” as there are many ḥiyal instruments being em-
ployed to develop their product and services. It seems that the use of ḥiyal in Islamic 
banking is a compromise between the requirements of the financial market and the 
Sharīʿah, as the former is based on interest while the latter prohibit it. This proposition 
on the other hand gave some idea to the practice of Islamic commercial transactions – it 
seems that the contractual conformity has prevailed rather than the economic efficien-
cy. However, this statement remains a presumption, and it is too early to draw any con-
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clusions without making any examination to the real practice of product development 
in Islamic banking that will be discussed shortly in next chapter.  
It is also can be concluded that the idea of ḥiyal is an unconvincing method for 
product development of Islamic banking, since it cannot uphold the objectives of 
Sharīʿah and Islamic economics. The process of product development in Islamic bank-
ing is seen as a cosmetic innovation, whereby the features and characteristics of con-
ventional products still exist. By persistently using this method, Islamic banking’s 
product development is observed as a failure in banking sector to create anything new 
and to give an alternative financing to customers.  
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CHAPTER 5: ISLAMIC BANKING PRODUCTS: CASE STUDIES 
5.1. Introduction 
 
 This chapter analyzes the features and Sharīʿah issues involving selected Islam-
ic banking products. Besides, it also aims to integrate the theoretical assumptions and 
argumentations with the practical application of developing Islamic banking products. 
The case studies provided are not expected to generalize the process and structure of Is-
lamic banking products, since each product offered in the Malaysian Islamic banks has 
different features and contracts. In that case, the products shall be examined on a case-
by-case study. The case study is stated with the introduction of the product from the 
perspective of Sharīʿah, then it is followed with the information of the product offered 
by the bank selected, and finally it is followed with the analysis of Sharīʿah issues. 
 
5.2. Case I: Islamic Credit Card Facility 
5.2.1.  The concept of Islamic credit card  
Credit card is a payment card issued to users as a system of payment that allows 
a cardholder to pay goods, products, and services on credit. Generally, credit card is 
known as plastic money to facilitate the cardholder to pay for any purchases made on 
credit. Most of the time, the card is issued and offered, by banks, retail stores, saving 
and loan institutions and other business entities
595
. The first credit card was introduced 
in 1920 in the United States, which aimed to sell fuel for a growing number of automo-
bile owners. It was Ralph Schneider and Frank McNamara; the founders of Diners Club 
in 1950s that had made credit cards popular in the market by introducing the first gen-
eral purpose charge card that can be used to pay for services and items. Since then, 
credit cards expanded to serve as a payment system to pay for various products and 
services
596
. According to Zywicki (2000), the primary usage of credit cards today is as 
a transactional medium, not as a source of credit. Over half and probably as much as 
68% of credit card, users should be considered convenience users, who use credit cards 
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primarily as a transactional medium and who pay off their balances in full each month. 
This is due to, first is credit cards enable individuals to maximize their cash balances, 
thereby allowing them to shift their assets into higher-return investments. Second, there 
is an explosion in consumer demand for credit card use, largely as the result of the con-
venience of using credit cards as a mechanism for conducting transactions
597
. 
 The credit card is a variable repayment card, which offers a line of credit to the 
cardholder that can spend up to a pre-arranged ceiling level. The extended credit must 
be settled within a given grace period, otherwise interest will be charged on the out-
standing balance. The cardholder is also convenient to carry credits cards rather than 
cash, since they are thin, which easily can be brought in a wallet, and acceptable 
worldwide
598
. The cardholder is given a limited credit facility by the issuer and the 
payment of the outstanding amounts can be rollover within the credit limit and credit 
period determined by the issuer, if the cardholder is unable to pay the full amount 
owed. Furthermore, the cardholder is able to withdraw cash without charging any inter-
est, within the approved limit and for a given credit period, during which the amount 
due should be paid. However, once the cardholder delays the payment, the outstanding 
amount will be charged with interest for the duration of the credit. On the other hand, 
the issuer of the card is obliged to pay the party accepting the card, i.e. the merchant, 
the amount owed by the cardholder within a specified transaction credit limit. The rela-
tionship between the issuer and merchant is independent. Meanwhile, the nexus be-
tween the issuer and the cardholder is dependent, where the issuer will reimburse the 
merchant for any payments made by the cardholder from the account that he/she 
opened with the issuer. Besides, the issuer also may demand directly the payment of the 
credit from the cardholder through monthly statement. 
Conventional credit cards in Malaysia are relatively new, where the first credit card 
was only introduced in the 1970s.
599
 Until January 2013, there were 26 financial institu-
tions issuing credit cards including four non-bank financial institutions600. In the early 
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phases, it was dominantly used for large ticket transactions and mainly accessible to the 
rich people. However, starting in the 1990s, they became more reachable to a wider 
group and any person could have the card on the condition his income level was over 
RM 24, 000 per year and able to prove his active employment for at least three months. 
However, the requirement of income was reduced to RM18, 000 in 1997 in response to 
the Asian financial crisis aimed to ease the problem of liquidity and to increase spend-
ing habit to buy domestic products and services among Malaysians601. This effort was 
taken in order to boost back the domestic industry, particularly manufacturing and 
small-scale and medium industries. This requirement remained in effect until 18 March 
2010, when the amount was raised back to the former amount of RM24, 000 by the 
government.602 This was purposely done to tighten the consumer habit and to curb the 
acceleration of debt among Malaysians, who are unable to pay the liability.603  
Furthermore, there was another restriction introduced by the Malaysian gov-
ernment regarding the number of credit cards. Cardholders whose annual incomes are 
equivalent to or below RM36, 000, can hold at the most only two credit cards from dif-
ferent issuers/financial institutions. Furthermore, the credit limit approved should not 
exceed more than twice of the cardholders’ monthly income.604 The eligible applicants 
must be above 21 years of age, while those who apply for a supplementary card, they 
must be at least 18 years old. Besides, in an effort to control credit card’s debt among 
Malaysians, the government has introduced a credit card service tax, which became ef-
fective beginning from 1 July 2010. The levy of the service tax is RM50 for every prin-
cipal card and RM25 for every supplementary card.605 
 In a typical credit card transaction, four parties involved, namely the credit 
cardholder, the issuer, the merchants, i.e. sellers or vendors, and the clearinghouses, 
such as Mastercard and Visa that process the merchants’ claims, to transfer the pay-
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ments made by the issuer. Meanwhile, the nexus between cardholder and issuer in con-
ventional credit card is lender and debtor. In this respect, as a lender, the issuer pro-
vides credit limit to the cardholder, i.e. debtor and offers an option, either to settle the 
full amount of the debt or pays only the minimum amount and revolves the outstanding 
balance. If the cardholder chooses the latter, the issuer will charge interest as the com-
pensation for the delay.606 
The issuer of credit cards makes profit in three ways. First, an annual fee 
charged to the cardholders makes profit. Although, as a marketing strategy to attract 
cardholders, the fee may sometimes be waived off for the first year. The cardholders 
can use the card up to the credit limit approved by the issuer. Second, discounts taken 
by the issuer from merchant’s invoices increase profit. When the merchant sells an item 
for example, costing RM100 to a cardholder, the merchant only obtains RM 98 from 
the bank, and the difference is taken by the bank, as a profit. Finally, the bank may take 
the profit through the interest charged on outstanding amount on a periodic basis after 
the expiry of the grace period, which is normally 33-45 days or a month, if the card-
holder picks to rollover the outstanding balance that is due then the bank makes a prof-
it. This is prohibited under the Sharīʿah, since it is equivalent to riba, while the two 
methods are permitted due to they do not involve any elements of riba.607 
 Conventional credit card is prohibited to Muslims, as it involves the interest 
payment. Since the modern style of life requires credit card and the market for it is en-
couraging, Islamic banks also have offered Islamic credit card based on different struc-
ture of conventional banks. They seek alternative and viable methods to formulate and 
structure credit card that would have similar features to conventional credit card in 
terms of its functions but complies with the Sharīʿah principles. In 1992, AmBank Is-
lamic was the first bank issued the Islamic credit card, which was known as al-Taslif 
Islamic credit card. However, this credit card was unpopular among Malaysians, prob-
ably due to the Muslims’ skepticism of its validity from the Sharīʿah perspective and 
the marketing strategy prepared by the bank was not successful. This lasted until 2002, 
when BIMB introduced its Islamic credit card and it became more popular among Mus-
                                                 
606
 Nurbek Kenjebaev, “Sharīʿah-Compliant Credit Cards an Analysis of Underlying Structures,” ISRA 
International Journal of Islamic Finance 4, no. 1 (2012):129-149. 
607
 Ibid. 
199 
 
lim cardholders.608 Thereafter, many other Islamic banks followed the step, such as 
Maybank, CIMB, and RHB introducing Islamic credit card as part of their products. 
Many structures of Islamic credit cards have been proposed by Islamic banks 
such as bayʿ al-ʿīnah (sale and immediate buy back), ijārah (leasing), tawarrūq (tripar-
tite sales), ujrah (fee), hybrid contracts of ujrah and kafālah (guarantee) as well as 
murābaḥah (sale with mark-up). From our observation until February 2015, as present-
ed in table 1, eight Islamic banks in Malaysia have offered the Islamic credit card facili-
ty to the cardholders. However, only two contracts are widely utilized by Islamic 
banks, namely tawarrūq and ujrah. Other Islamic banks do not offer Islamic credit 
card, probably because of the difficulty faced in finding appropriate and viable struc-
tures that would be in line with the contractual principles of the Sharīʿah.609  
No. Name of the Bank Contracts 
1. AmBank Islamic Ujrah 
2. Bank Islam Malaysia Berhad Tawarrūq 
3. Bank Kerjasama Rakyat Malaysia Berhad Tawarrūq 
4. Bank Simpanan Nasional Ujrah 
5. CIMB Islamic Bank Berhad Ujrah 
6. HSBC Amanah Berhad Ujrah 
7. Maybank Islamic Berhad Ujrah and Qarḍ 
8. RHB Islamic Bank Berhad Ujrah 
 
Table 2 : The Applied Contracts of Islamic Credit Card610  
 
5.2.2.  Sharīʿah rulings of Islamic credit card 
 
Generally, Islamic credit card is permitted by most Sharīʿah boards, such as the 
AAOIFI, IIFAOIC, and SACBNM. The AAOIFI, for example, permits Islamic finan-
cial institutions to offer Islamic credit card, provided there is no interest imposed on the 
cardholders. Furthermore, the usage of the card does not contravene with the principles 
of the Sharīʿah, such as to purchase alcoholic beverages, pornographic materials or to 
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involve in gambling activities. The AAOIFI also allows the issuer of the Islamic credit 
card to have affiliations with international credit card organizations, such as Master-
card, Visa, or American Express, provided the issuer must avoid any elements of viola-
tions to the Sharīʿah principles. It also allows the issuer to pay fees charged by the or-
ganizations, but not to engage in any payment of interest, for example, in the case of 
increasing the service of credit, the bank also increases its charges based on the credit 
granted.611  
In addition, AAOIFI also approves the issuer to charge a commission fee to the 
merchants on every purchasing made by the cardholders, at the purchase price of the 
items bought and services on the card, as well as membership, renewal, and replace-
ment fees to the cardholder. Hence, this is pertinent to the concept of ujrah as charges 
that are imposed should be based on the services and not on the credit granted by the is-
suer of credit card. It is also permitted for the cardholder to purchase gold and silver 
provided the Islamic banks are able to pay the amount due to the merchants, i.e. the 
seller of the gold/silver without any delay in order to avoid the transaction falling into 
ribā al-fadl (riba of sale).612 In the meantime, the cardholder is permitted to withdraw 
cash within the limit of the credit cardholder provided there is no involvement of inter-
est. It is also permitted to impose a flat fee and not variable based on the withdrawal 
amount, as a charge imposed for the services rendered. The cardholder also should not 
use the facility to buy prohibited goods and that is not in line with the Sharīʿah princi-
ples.613  
Meanwhile, the IIFAOIC (2000) also issued four resolutions regarding Islamic 
credit card. First, it is prohibited to issue a credit card that imposes usurious interest. 
Second, it is permissible to charge the cardholder specific fee at the time of issuing and 
renewal of the card and a commission on the goods or services purchased by the card-
holder provided such goods are sold at the same price, either cash or credit. Third, it is 
permissible for the cardholder to withdraw cash, as long as it does not entail any usuri-
ous interest. It is allowed for the bank to charge the fixed fee for his actual services, 
which is not linked to the loan/debt amount. Finally, it is allowed to use a credit card to 
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purchase gold, silver and currencies.614 In addition, IIFAOIC (2004) also issued another 
resolution, which is related to unsecured credit card, where the academy emphasised 
the issuer of the card is required to observe strict Sharīʿah rulings and abstain from ribā 
element.615 
The SACBNM (2010) in the same vein issued five resolutions concerning credit 
cards. First, the use of bayʿ al-ʿīnah and wadīʿah (safe keeping) contracts as the struc-
ture, where the council approved the banks may use both contracts, as the underlying 
concepts.616 Second, the SACBNM approved the use of ujrah, as a mechanism to be uti-
lized in Islamic credit card, which is regarded as a consideration for the provision of ac-
tual benefits and privileges of services rendered by the banks. The banks are allowed to 
impose different amount of ujrah on various types of credit cards that offer different 
kind of services, benefits, and privileges as long as the charges imposed are not related 
to the element of qarḍ (loan). Furthermore, the council also allowed the banks to im-
pose on cardholder charges on the actual management cost, which must not be based on 
the credit granted but to the services rendered.617 Third, the SACBNM (2010) also ap-
proved takāful (Islamic insurance) protection can be offered to the cardholder on a con-
dition it is offered as hibah (reward) not part of ujrah paid to the bank. This is done be-
cause it is feared the transaction falls under interpretation of ribā al-fadl, as cash in the 
form of ujrah is exchanged with cash at different value (as the compensation of takāful 
is also in the form of cash) is tantamount to ribā.618 Moreover, the cardholder is not a 
direct participant in takāful scheme instead; the payment of ujrah is imposed on the 
cardholders as a consideration for the services rendered and not for the takāful cover-
age.619 Fourth, it is not allowed for the issuer to offer cash back rebate to credit card’s 
annual fee if the cardholder has utilized the card at least twice a month. However, cash 
back rebate can be offered in the form of hibah without any imposition of ujrah. The 
condition of utilising the credit card twice a month is observed as ribā to ujrah paid, 
which an exchange of cash with cash at different value. However, if cash back rebate is 
given as hibah, then the rule is different as hibah is made by a unilateral party that vol-
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unteers to give the hibah without expecting any return or monetary compensation. Fi-
nally, the council also decided not to allow the Islamic credit card to be based on the 
combination of wakalah, ujrah, and kafālah. One of the reasons for the prohibition is 
the ujrah should be a fixed amount without being tied to a credit limit to avoid the ele-
ment of ribā.620 
Meanwhile, SACBNM (2010) also approved the contract of kafālah bi al-ujr as 
permissible to be used in Islamic finance based on the justification provided by Ham-
mad (1997). He argued the contract is permissible on the ground of maslahah and pub-
lic needs since it is difficult and impractical to obtain free-of-charge guarantee. Fur-
thermore, the council explained the contract is similar to the concept of charging fee for 
someone’s reputation and the treatment/medication of using Quranic verses. Both con-
cepts seem have similarities in terms of the services provided by the guarantor in the ar-
rangement of Islamic credit card.621 According to Hammad (1997) three juristic opin-
ions have been given on kafālah bi al-ujr. The first opinion views charging fee or 
commission to provide guarantee is illegal, by virtue of the nature of the contract as it is 
grouped under the charitable deeds. The second opinion regards charging a fee on 
kafālah is permissible as there are no verses in the Qur’ān and the Sunnah that prohibit 
such deed.622 Finally, the third opinion views charging a fee is permissible on the condi-
tion the fee is returned to the guarantee in case the guarantor pays the debt and then 
demands reimbursement from the debtor to avoid any suspicion of ribā. Apart from 
charging a fee for the services, since the bank guarantees the payment’s obligations of 
the cardholder, the bank may justify the fee charged, which may become part of the uj-
rah.623 Furthermore, Hammad (1997) argued a contract of tabarruʿ (non-exchange con-
tract) is permissible to be converted to a muʿawadah (exchange contract) provided the 
contracting parties give the consent.624  In this case, a guarantor deserves a good com-
pensation since his commitment to the guaranteed person to settle his debt. This is 
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equivalent to the conversion of hibah al-thawab (gift with reward) from hibah (gift). 
Similarly, a lending contract (ʿariyyah) associated with a consideration can be convert-
ed to ijarah, and wakalah associated with a consideration can be converted to wakalah 
bi al-ujr.625  
In this respect, majority of Sharīʿah scholars observes kafālah is tabarruʿ (non-
exchange contract), while ujrah is muʿawadah (exchange contract).626. According to 
Zuhayli (2013), when ujrah is combined with kafalah, the combination of two contracts 
is regarded as an exchange contract. He classified the contract under the juʿalah (re-
ward) or ijārah contract. Under ijārah, it can be known as ijārah ʿala al-ʿamal, which 
is a fee is given due to the services provided.627 According to Engku Ali (2008), when 
the guarantor charges a fee on an advancement of money or loan (qarḍ), it is consid-
ered as ribā. This is due to every loan, which brings benefits to the creditor is consid-
ered riba. The fee is deemed as the benefit or compensation given by the borrower to 
the creditor.628 However, the guarantor may impose some fees if he/she has used some 
space to keep the item, which incurred some operational cost. Hence, the guarantor is 
allowed to charge the actual cost incurred, however he/she is still not allowed to con-
sider it as a commercial or business transaction.629 
Classical scholars, according to Noor and Azli (2011) such as Ibn ʿAbidin, Ibn 
Qudamah, Ibn Dusuqi and al-Mawardi objected the contract of kafalah associated with 
fee.630 In the same vein, contemporary scholars, such as Sallami (2000) and Darir 
(1999) refuted the contract of kafālah bi al-ujr is permitted in the Sharʿiah. Sallami 
(2000) argued those contracts associated with considerations have different legal na-
tures and consequences. To refute the arguments provided by Hammad (1997) regard-
ing the status of hibah al-thawab, he contended the contract is not a real hibah, but a 
muʿawadah contract, which is a new contract and different to the concept of tabarruʿ. 
Therefore, the analogy of hibah al-thawab to kafālah bi al-ujr is not applicable. Fur-
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thermore, for ijarah converted from ʿariyyah associated with a consideration is regard-
ed as a hire from the very beginning and not as a new contract. This is also applied to 
wakalah bi al-ujr, which is converted from wakalah contract should not be regarded as 
a conversion.631 In this regard, Darir (1999) contended the conversion of the contracts 
from tabarruʿ to muʿawadah is actually the independent established and known con-
tracts, which has been recognised by Sharʿiah and this is not applied to kafalah bi al-
ujr. This is because the conversion a guarantee to a debt with fee is prohibited due it is 
similar to lending or giving a loan with charging fee, which is equivalent to riba.632 
5.2.3.  The case of Maybank’s Islamic credit card 
Maybank Islamic Berhad is an Islamic commercial bank that commenced its 
operations on 1 January 2008, and it is wholly owned by Maybank Group, the conven-
tional bank and the largest banking group in Malaysia. Previously, it had offered Islam-
ic banking products and services under Islamic banking scheme (IBS). Nowadays (Jan-
uary 2013), the bank has 14 dedicated branches and its products are co-located at 380 
branches of Maybank group nationwide.
633
 Maybank’s Islamic credit cards are part of 
consumer banking, where the bank offers five other different types of products, namely 
Maybank Islamic PETRONAS Ikhwan Visa Platinum Card-i, Maybank Islamic 
PETRONAS Ikhwan Visa Gold Card-i, Maybank Islamic Ikhwan American Express 
Platinum Card-i, Maybank Islamic Ikhwan American Express Gold Card-i, and May-
bank Islamic Ikhwan Visa Infinite Card-i. Most of the products use the international 
leading credit cards associated; namely, Visa, Mastercard or American Express, which 
provide international recognized methods of payment and are structured under the con-
cepts of ujrah and qarḍ. Previously, Maybank’s Islamic credit cards operate under bayʿ 
al-ʿinah, however on 24 December 2012, it changed to ujrah concept. The change is 
made to avoid the controversial issues surrounding the contract. In justification of the 
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substitution, the bank stated that the new Sharīʿah concept would incorporate better 
benefits by simplifying the process of card activation and increasing the card limit.
634
 
In the product term sheets provided, it is stated the credit cards of the bank em-
ploy a single ujrah concept. However, in reality, they are a combination of multiple 
contracts comprising ujrah, kafālah and qarḍ. Ujrah is used as an underlying contract 
for the bank to manage and maintain the services provided by the bank to the cardhold-
ers and to justify the charging of fees for the services provided. Meanwhile, kafālah is 
employed for the bank to provide a guarantee to the merchants on the payments and 
advancement of money. i.e. qarḍ to the cardholder to purchase intended goods. Card-
holders also are allowed to withdraw cash, which is considered as qarḍ from the bank 
to the cardholders.635  
From the five Islamic credit cards offered by the bank, this research has selected 
one card, as a case study. This card may represent other cards offered by the bank, as 
the structure and concept of Sharīʿah contracts applied are similar to other cards. Fur-
thermore, this card is considered as a basic Islamic credit card in which ordinary card-
holders can apply, whereas other four cards offered by the bank are tailored for specific 
cardholders and segmentations. The card has three different types offered, namely 
Gold, Platinum, and Infinite. The subscription of each card depends on the income and 
the assessment of the bank over the credit background of the cardholder. For the Gold 
and Platinum cardholder, the credit limit ranges from RM3, 000 onwards, subject to 
credit evaluation or not more than 2 times of the cardholder’s monthly income if the in-
come is RM 36,000 per annum or less. Meanwhile, for the Infinite cardholder, there is 
no restriction to the credit card limit.636 
The flow of product can be explained as follows: 
(i) The client applies for the Islamic credit card and the bank examines his credit 
background, income and capability to pay back, before it determines the credit 
limit for the cardholder. The cardholder may use the card to the extent of the 
credit limit approved by the bank. 
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(ii) The relationship between the cardholder and the bank is regulated through a 
loan contract, where the cardholder is the borrower and the bank is the lender. 
Every transaction made by the cardholder is considered a loan from the bank to 
the cardholder. 
(iii) The cardholder uses his credit card to purchase goods and services from mer-
chants. 
(iv) The bank then guarantees the payment and pays the amount owed by the card-
holder to the merchants. 
(v) Afterwards, the bank claims back from the cardholder the original amount of 
debt and charges the guarantee service that the bank provides to the mer-
chants. 
 
Figure 5: Islamic Credit Card using Ujrah and Kafālah Concept637 
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Since the bank does not provide the illustration of the credit card’s structure, the 
paper has adopted the model introduced by Engku Ali (2008) and Ramli (2008). Based 
on our observation, the model is similar to the structure of the credit card offered by the 
bank. The fees imposed are justified through the services provided by the bank based 
on the ujrah concept, which range from managing and maintaining accounts as well as 
guaranteeing (kafālah) payments to merchants. It has shown the fees charged comprise 
of a cash advance fee on flat rate of 5% of the total amount of cash advancement (min-
imum RM10). Furthermore, the bank also charges card replacement fee (RM50 for the 
first replacement), sales draft retrieval fee (RM15), and additional statement request fee 
(RM5 per month statement). Service tax is also imposed (RM50 annually and RM25 
service tax levied on each principal and supplementary card, respectively), which will 
be deducted from the cardholder’s card account at the time when the card is issued, on 
the anniversary date or upon renewal the card.  
The final fee is charges on the outstanding balance, which is also known as Ac-
tual Monthly Management Charge (AMMC) levied on the outstanding retail transaction 
balances, which are not paid after the payment due. The AMMC will be calculated 
from the day the transactions were posted until full payment. Retail transactions are ex-
cluding cash withdrawal balance transfer and any other credit plans. The structure of 
fees is presented in the table 2: 
 
Conditions / Payments Months / Total 12 
Months 
Charges 
For Prompt Payment 12/12 months 1.13% 13.50% 
For Prompt Payment 10/12 months 1.33% 16% 
For Prompt Payment of less than 10/12 months 1.46% 17.50% 
 
Table 3 : Actual Monthly Management Charge (AMMC) 
On the other hand, if the cardholder wishes to withdraw cash, different fees are 
enforced, which are known as Actual Cash Withdrawal Management Charge 
(ACWMC). ACWMCs are imposed on the one-time service fee of 5 % charged on the 
cash amount withdrawn through the use of the card in which the minimum amount 
________________________ 
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withdrawn is RM10. ACWMCs also are charged on the outstanding balance due to the 
cash withdrawal and other credit plans, which will be subjected to the ACWMC of 
1.5% per month and effective rate of 18% per annum. The charges will be calculated on 
a daily basis from the date of the cash withdrawal until full payment is received and 
credited into the card account. However, if the cardholder fails to satisfy his obligation 
to pay, the minimum requirement of 5%, late payment penalty (taʿwid) will be charged, 
of 1% of the minimum repayment amount due or a minimum of RM5, whichever is 
higher up to a maximum of RM50, which includes other related charges. The bank also 
does have the right to offset any facility balance from the cardholder’s account, for ex-
ample savings account or investments account, maintained within the bank against any 
outstanding balance of the cardholder.  
 
Service Fee Charge 
One-time fee of 5% on the cash with-
drawal amount 
18% per annum on the outstanding balance 
of cash withdrawal 
 
Table 4 : Fees for Actual Cash Withdrawal Management Charge (ACWMC) 
Besides, the bank also charges Fixed Monthly Management Charges (FMMC) 
for the services provided by the bank, and Fixed Monthly Cash Withdrawal Charges 
(FMCWC) for cash withdrawal transactions in which these charges are the capping 
amount of AMMC and ACWMC, respectively. In the event the AMMC exceeds the 
FMMC, the bank shall only charge up to the FMMC limit. This is also applied to the 
FMCWC, which is also a capping amount for ACWMC. If the ACWMC exceed the 
FMCWC, the Bank shall only charge up to the FMCWC limit. 
 
Gold  Platinum  Infinite 
RM900.00 
 
RM3,600.00 RM30,000.00 
 
 
Table 5 : Fixed Monthly Management Charges (FMMC) 
Gold  Platinum  Infinite 
RM1,300.00 RM5,300.00 RM44,300.00 
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Table 6: Fixed Monthly Cash Withdrawal Charges (FMCWC) 
The bank also may grant the cardholder a rebate (ibra’) based on its own discre-
tion at any time or from time to time, which will be determined and calculated at the 
absolute discretion of the bank. The amount of the rebate (ibra’) of FMMC will be de-
termined, according to the difference amount between the FMMC and the AMMC at 
the relevant statement date. The same rebate is also offered to FMCWC, where it is cal-
culated based on the difference amount between FMCWC and ACWMC at the relevant 
statement date. Another consideration to actualise the rebate is through AMMC on the 
current balance, where it must be lesser than the FMMC. In the same vein, the rebate 
also will be offered for cash withdrawal if FMCWC on the current balance is lesser 
than the ACWMC. 
5.2.4.  Sharīʿah Issues 
It is observed the monthly and withdrawal fees are tied to the outstanding bal-
ance of the debt owed. This practice is equivalent to the exchange of money for money, 
which is riba. This can be noticed the monthly and withdrawal fees, namely AMMC 
and ACWMC are different in accordance to the outstanding balance of debt owed. The 
cardholder has to pay extra rate based of the outstanding amount and the charges are 
increased, if he keeps delaying the payment. This is considered as riba al-qard, since 
the cardholder has to pay an additional charge to the bank (lender) beside the principal 
amount if he delays the payment. However, there is no Sharīʿah issue to administrative 
and management fees, such as replacement card’s fee, sales draft retrieval fee, addi-
tional statement request fee, FMMC and FMCWC, which are fixed and do not reflected 
of to the amount of money owed. In this regard, Kenjebaev (2012) asserted monthly 
and withdrawal charges are similar to interest charges. However, he opines fixed 
monthly charges, such as loyalty programmes, discounts on the purchases by using 
credit card and guaranteeing the payment to the merchants on every purchase on behalf 
of the cardholder, are not akin to interest but can be justified, as compensation for the 
services provided by the bank to its cardholders. He reinforces the fixed fees are 
charged for the services provided rather than for the money advanced to the cardholder. 
He, furthermore, explains the cardholder utilise money advanced by the bank as a debt 
has to be repaid. The bank does not charge any additional fees in case of delay of pay-
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ment by the cardholder. He observed the payment of the fixed fees should not be con-
sidered as interest for the money utilized but as an ujrah for the services provided.638  
Furthermore, the bank also did not provide a valid reason for the charges im-
posed on the cardholder partially settles his debt, whether of late payment or due to the 
operational cost of the delayed payment. If the charges imposed are in the form of a 
penalty for late payment, the SACBNM then stipulates Islamic banks may impose the 
charges but they must be based on the actual losses.639 The council however decided the 
percentage of 8% could be imposed as a penalty charge. However, the council was si-
lent on the justification of 8%, why the penalty was allowed. Another question is how 
Islamic banks would calculate the actual loss, as to whether it would be based on the 
opportunity cost by the bank or other means.640 Furthermore, if the charges are imposed 
based on the cost of operation of the delayed payment, then it is considered, as a benefit 
to the loan given, which is riba. Majority of Muslim jurists argued the practice is 
equivalent to the Prophet said that “every loan, which brings benefits (to the creditor) 
amounts to ribā”. According to Baz (2013), although the saying of the Prophet (s.aw.) 
is weak, but the meaning is valid.641 
In addition, the structure of the product is seemed similar to the issue of combi-
nation of sale and loan in the Sharīʿah. Combination of sale and loan was prohibited by 
the Prophet (s.a.w.). This was stated in his famous hadith, “it is prohibited to combine 
loan and sale”.642 A standard interpretation of the hadith is the loan contract stipulated 
in a sale contract or a sale contract stipulated in the loan contract. If the contract is 
made in a separate deal, where there is no stipulation between both contracts, then it is 
permissible643. However, it is prohibited, if sale and loan contracts are combined to-
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 Nurbek Kenjebaev, “Sharīʿah-Compliant Credit Cards an Analysis of Underlying Structures,” ISRA 
International Journal of Islamic Finance 4, no. 1 (2012):129-149. 
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 BNM, Sharīʿah Resolution, 133. 
640
 Rosly, Critical Issues on Islamic Banking, 42. 
641
 According to Shaykh Baz (Grand Mufti of Saudi Arabia), although this hadith is weak but the mean-
ing is sound and applicable to the interpretation of riba. This is because every loan that brings any bene-
fits to the creditor is considered usury, as the benefit obtained is conceded as an increment to the princi-
pal that is obligated to be paid by the borrower. ʿAbd Aziz ibn ʿAbd Allah ibn Baz, “Fatawi:-hadith kul 
qard jarr nafʿa fahu riba,”accessed on 1 October 2013, http://www.binbaz.org.sa/mat/3994. See also Ibn 
Ḥajar al-ʿAsqalānī, Bulūgh al-Marām, 176. 
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 Al-Ṣanʿānī, Subul al-Salām,vol. 5, 38-39; Muḥammad Ibn ʿAli Ibn Muḥammad al-Shawkani, Nayl 
al-Awtar Sharh Muntaqa al-Akhbar (Bayrūt: Dār al-Kutub al-Ilmiyah,1403H), 179 [hadith no. 2224]; 
Muḥammad ibn ʿAbd Allāh Ibn ʿArabi, Aridat al-Ahwadhi bi Sharh Sahih al-Tirmidhi (al-Qahirah: 
Matbaʿah al-Sawi, 1353H), vol. 5, 241. 
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 Muḥammad ibn Abi Bakr Ibn Qayyim al-Jawziyyah, Tahdhib Mukhtasar Sunan Abi Dawud  (Al-
Qahirah: al-Sunnah al-Muḥammadiyyah, 1369H), vol. 5, 106; Hammad, al-ʿUqūd al-Murakkabah, 6; 
AAOIFI, Al-Maʿāyīr al-Sharʿīyah, 458-459. 
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gether. It has been agreed the ruling of the prohibition of combination of sale and loan 
is also has been extended to other contracts that share the similar features of both con-
tracts. Qard is categorized as non-exchange contract (e.g. hibah and sadaqah), while 
sale is exchange contract (e.g. ijarah and salam), therefore the combination of non-
exchange with exchange contracts is also prohibited. The reason of the prohibition is 
the combination has been used as a legal trick to circumvent riba (Hammad, 2005). 
In this respect, the combination of sale and loan can be observed in the ar-
rangement, as it combines qard (non-exchange contract) and kafālah bi al-ujr (ex-
change contract). The involvement of bank and cardholder in qard contract can be seen 
in the Figure 1, where it is stated clearly the bank is the lender to the cardholder and the 
cardholder is the borrower. When the bank issues a credit card to the cardholder, it is 
directly/automatically meant the bank has given credit/advance money/loan or qard in 
the paper for the cardholder to utilise it in purchasing goods and services. Although the 
cardholder never ask or agreed upon with the bank to enter into loan contract, but when 
the bank issued the credit card to the customer, it is considered as a facility/advanced 
money/credit within the limit approved for the customer to enter into loan contract with 
the bank. This can be evidenced that the customer is required to pay the amount spent 
with the bank and the bank is obligated to pay back the amount spent by the cardholder 
to the merchant/seller. This is also applied to withdrawal cash in which the cardholder 
inevitably owes to the bank, where the former is obligated to pay back the amount of 
withdrawal with extra charges if he/she delays the payment to the latter.  
Notwithstanding, the contract of kafālah bi al-ujr as an exchange contract 
comes to the arrangement, since the bank guarantees the purchasing made by the card-
holder. The power of purchasing goods and services emanates from the credit (qard) 
authorised by the bank and the cardholder is allowed to delay his payment with extra 
charges based on the period of payment made by the cardholder. This indicates there is 
a direct relationship between qard and kafālah bi al-ujr, where the presence of kafālah 
bi al-ujr is due to the qard given by the bank and without qard, the contract of kafālah 
bi al-ujr will not be existed. In this respect, it is seemed that the practice of the bank 
was contradicted to the recommendation made by AAOIFI and IIFAOIC. The councils 
resolved that the issuer may charge a commission fee to the merchants on every pur-
chasing made by the cardholders, at the purchase price of the items and services bought 
on the card, as well as membership, renewal, and replacement fees to the cardholder or 
withdrawal cash with flat fees, but not the guarantee element. Therefore, the arrange-
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ment is invalid as it is a combination of sale and loan contract, which becomes a legal 
trick to circumvent riba. 
Credit card is important for the cardholder to purchase goods and services easily 
based on credit. From the Sharīʿah perspective, credit card is allowed as long as it does 
not involve any riba element. Majority of Sharīʿah scholars and institutions, such as 
AAOIFI, IIFAOIC and SACBNM agreed that the issuer/bank is allowed to charge 
some fees, such as membership, renewal, or replacement fees, where no interest is en-
gaged. Such fees are not regarded as a lucrative profit for the bank, since the rates are 
predetermined, where the bank is not allowed to raise the amount. However, charging 
fee on guarantee is still controversial since, it has been regarded as riba. In convention-
al banks, the institutions generate their income/profit via the interest charges based on 
the outstanding balace. If the cardholder defers in paying the amount due, he/she will 
be charged based on the percentage stated in the product. However, such mechanism is 
not allowed under the Sharīʿah provisions, as it is similar to riba. The bank is only al-
lowed to charge minimum fee, as a penalty, if the cardholder delays the payment.  
It is observed that the main problem of the product is the monthly and with-
drawal fees, which are equivalent to riba. To solve the problem, it is suggested that the 
bank may retain FMMC and FMCWC but has to eliminate the AMMC and AMCWC 
in tandem with the resolution made particularly by IIFAOIC, SACBNM and AAOIFI 
that only fixed administrative and management fees are allowed. The bank also may 
charge fee based on the types of purchased items by the cardholder, such as food, 
clothes, or utilities. In this case, the bank is required to cooperate with the selected 
business outlets in which every purchasing made by cardholder, there is some profit 
shared by the owner of the outlet and the bank. However, this practice is probably not 
practical, since not many outlets and shops would share the profit. Other alternative, the 
bank also may generate profit without charging AMMC and AMCWC through promo-
tion and marketing strategies to encourage the cardholder to spend more on retail pur-
chases. This effort is, on the other hand in tandem with the principles of Islamic legal 
maxims; al-kharaj bi al-daman (revenues comes with liability) and al-ghunm bil ghurm 
(profits goes with loss) that propose any profitability, revenues and proceeds must be 
corroborated with the legal efforts embedded. 
Regarding the issue of combining exchange and non-exchange contracts be-
tween qarḍ and kafālah bi al-ujr, it is proposed that the bank instead structure the Is-
lamic credit card based on the concept of takāful. This is proposed to resolve the con-
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troversial issue of combining exchange and non-exchange contracts, which is tanta-
mount to ribā. Under the concept of takāful, the concept of guarantee is still applica-
ble, where the cardholder is a policyholder and the bank is the manager of the fund to 
guarantee the payment spent by the cardholder. The payment of the cardholder can be 
divided into two accounts, one for tabarruʿ, which attempts to cover the risk exposed 
by the cardholder, and the other account for investment. Meanwhile, the premium paid 
is based on the credit assessment and risk profile of the cardholder. The bank may  in-
vest the premium given into Sharīʿah-compliant ventures to realise some profits based 
on the contract of wakālah or mudārabah, which becomes an incentive to the bank and 
the cardholder. However, if the bank is still interested to offer Islamic credit cards 
based on the ujrah contract, the bank should ensure that the fees imposed are fixed and 
not tied to the amount of outstanding balance; otherwise the transaction will involve 
ribā. 
 
5.3. Case II: Islamic Mortgage (Rahn) of Personal Loan 
5.3.1. The concept of rahn  
 
Mortgage or rahn in the Sharīʿah refers to holding an item by the mortgagor in 
lieu of a legal right that may be satisfied from the item, as guarantee against a debt. In 
the event of defaulting to pay the debt, the mortgagor/creditor may sell the item to 
compensate his debt.
644
 In Islamic banking practice, credit facility offered will normally 
be secured by a suitable collateral or mortgaged asset with adequate value. Assets such, 
as property, share and investment certificates, land, house, or precious metal of gold or 
silver are accepted as mortgaged asset. Rahn is also regarded as a supporting contract to 
guarantee loan contract, and without loan contract, it does not exist. For example, in 
house financing, operated under the concept of murābaḥah, rahn is used as a support-
ing contract to murābaḥah contract, where the house becomes the mortgaged item for 
the bank to secure the customer’s debt. If the customer fails to pay the debt, the house 
will be auctioned or sold to compensate the debt.  
                                                 
644
 Mortgagee in this respect may be a lender or seller, who gives permission to the buyer to pay his debt 
in deferred payment. Wahbah al-Zuhayli, Financial Transaction in Islamic Jurisprudence, translated by 
Mahmoud A. El-Gamal (Bayrūt: Dār al-Fikr, 2002), vol. 2, 79. 
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In Malaysia, conventional pawn brooking’s business is controlled by the Pawn-
brokers Act 1972 and regulated by the Ministry of Housing and Local Government, 
whereby Islamic pawn broking or mortgage is regulated by the IFSA 2013. Rahn has 
been used for various purposes, such as to finance SME for working capital and per-
sonal loans. It was introduced as an alternative to the conventional mortgage’s system 
that charged interest, which is prohibited by the Sharīʿah. It gained popularity because 
of its attractive features that make it competitive with its conventional counterparts. 
Among the factors that attracted these institutions to offer the scheme is the security 
and safety of loan given to the customer. In the event of default/failure to meet the debt 
obligation, the bank as mortgagee can dispose of the gold bar/jewelry at market value 
to recover back the customer’s outstanding debt, thus the product has a low risk profile. 
As the loan’s payment is secured, accordingly, the bank has no qualm about giving the 
loan to the customer and the process of approval is swifter than the normal personal fi-
nancing without mortgage. Furthermore, another advantage of having this product, for 
bank, is that it can generate a profitable dealing, as the “charges of profit” is higher 
than normal rate of profit imposed to personal financing.
645
 
The first Islamic mortgage system was introduced by Mu’assasah Gadaian Is-
lam Terengganu on January 23, 1992, as a subsidiary of State Government of Terang-
ganu.
646
 A year later, another Islamic mortgage institution, namely Kedai Pajak Ar-
Rahnu (Pawn Shop Ar-Rahnu) was opened by the State Government of Kelantan in 
March 1992. Bank Kerjasama Rakyat Malaysia or normally known as Bank Rakyat 
with cooperation of the Malaysian Islamic Economic Development Foundation 
(Yayasan Pembangunan Ekonomi Islam Malaysia (YPEIM)), was the first Islamic bank 
to introduce the service on October 27, 1993. This was followed by BIMB in Novem-
ber 1997.
647
 Presently, there are seven Islamic banks that offer the scheme, however 
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 Mohamed Fairooz Abdul Khir, Mohd Bahroddin Badri, Lokmanulhakim Hussain, “Critical Appraisal 
of the Rahn-Based Islamic Microcredit Facility,”1-50 (ISRA Research Paper no. 45/2012, International 
Sharīʿah Research Academy, 2012) 
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 Shamsiah Mohamad, “Perlaksanaan Gadaian Islam di Institusi-Institusi Gadaian Islam di Malaysia: 
Kajian Kes di Mu’assasah Gadaian Islam Terengganu (The Implementation of Islamic Mortgage in the 
Islamic Mortgage Institutions of Malaysia: A Case Study of the Institution of Islamic Mortgage of Ter-
angganu),” (MA diss. University of Malaya, 1994), 128-156. 
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 Later the development of Islamic mortgage’s scheme was then introduced by Agriculture Bank of 
Malaysia in September 2, 2002 and EON Bank Group (now a subsidiary of Hong Leon Bank) in the 
same year. The scheme also has been offered by other institutions of cooperatives and state governments, 
such as the Perlis State Government has established Islamic Pawnshop in January 1997 and Pahang Con-
sumer Cooperative Limited in 2003. Shamsiah Mohammad and Safinar Salleh, “Upah Simpan Barang 
Dalam Skim al-Rahnu: Satu Penilaian Semula,” (Fees for Safekeeping in al-Rahn’s Scheme: A Reas-
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only four banks provide the information in detail about the product on their website 
(see table 7).
648
 
 
No. Islamic 
Banks 
Concept Applied Quantum of 
Financing 
Repayment 
Period 
Pawn 
Product 
1. Bank 
Rakyat
649
 
al-wadīʿah yad da-
manah and qarḍ al-
hasan 
Min: RM 100 
Max: RM 
10,000 
6 months  
6 months (ex-
tension) 
Gold/ 
Jewelry 
18k-24k 
2. Agro 
Bank
650
 
al-wadīʿah yad da-
manah, al-qarḍ and 
al-ujrah 
Min: RM 100 
Max: RM 
50,000 
6 months 
3 months (ex-
tension) 
Gold 
3. RHB Is-
lamic 
Bank
651
 
al-wadīʿah yad da-
manah, al-qarḍ, al-
ujrah and al-rahn 
Min: RM 100 
Max: 70% of 
the current mar-
ket value of the 
jewelry
652
 
6 months Gold 
4 Affin Is-
lamic 
Bank
653
 
al-qarḍ Min: - 
Max: 70% of 
the current mar-
ket value of the 
jewelry 
6 months 
3 months (ex-
tension) 
Gold 
Table 7: List of Islamic Bank in Malaysia Offered Rahn Product 
The amount of financing depends on the policy of the bank and the quality of 
the mortgaged asset. For example, RHB Islamic Bank offers the minimum amount of 
RM 100 and the maximum amount of RM 50, 000, and the period of repayment of the 
loan is six months. The customer is also allowed to revolve the debt from three to six 
months, if the borrower is not able to pay the debt on time. Normally, the stipulation to 
________________________ 
sessment), Jurnal Fiqh, 5 (2008): 47-65; M.T. Skully, “Islamic Pawn broking: The Malaysian Experi-
ence,” (paper presented at the 3rd International Islamic Banking and Finance Conference 2005, organized 
by the Monash University Malaysia, RHB Bank and ALDWICH WIPRO on 17
th
 November, 2005, Kuala 
Lumpur, Malaysia); Azila Abdul-Razak, “Economic and Religious Signiﬁcance of the Islamic and Con-
ventional Pawnbroking in Malaysia: Behavioural and Perception Analysis,” (PhD diss., University of 
Durham, 2011), 85. 
648
 There are another three banks, namely Bank Islam Malaysia Berhad, Bank Muamalat and CIMB Is-
lamic do not provide information regarding rahn.  
649
 al-wadīʿah yad d damanah (safekeeping with guarantee, where the bank will treat the asset/money as 
a loan), and qarḍ al-hasan (benevolent loan-loan without any compensation). Bank Rakyat, “Pawn bro-
king-I Ar-Rahnu,” accessed on 11 February 2013, http://www.bankrakyat.com.my/web/guest/arrahnu.  
650
 The definition of al-wadīʿah yad d damanah and qarḍ al-hasan is similar to footnotes 54, whereas uj-
rah is fee paid by the customer due to the safekeeping of the asset of the customer. Agrobank, “Ar-
Rahnu Agrobank,” accessed on 11 February 2013, http://www.agrobank.com.my/ar-rahnu.  
651
 Only selected branches provided the facility, RHB Islamic Bank, “Ar-Rahnu-I,” accessed on 11 Feb-
ruary 2013, http://www.rhb.com.my/islamic_banking/Ar-Rahnu-i/main.html.  
652
 75% of the current market value of the jewellery for customers who sign up with RHB Islamic will 
writing facility (wasiat) and only one time per customer. Ibid. 
653
 Affin Islamic Bank, “Ar Rahnu Facility-i,” accessed on 11 February 2013, 
http://www.affinislamic.com.my/banking/personal/arrahnu.htm.  
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extend the payment is that the customer is required to settle the safekeeping fees for the 
past six months. Most of the pawn objects accepted by the bank are gold or ornaments 
made from gold such as necklace, ring, earrings, and lockets. Some of the banks stipu-
late very specific gold, such as Affin Islamic Bank and RHB Islamic Bank; it only ac-
cepts items that are made from the gold types of 999, 950, 916, 860, and 750.
654
  
 Rahn-financing facility is considered an expensive product as compared to a 
personal loan. For example, rate of personal loan for government employees, is be-
tween 3 - 5 %, since their risk of default is lower than the non-government employees, 
which may increase up to 11%. As compared to rahn facility, the average storage fee 
imposed is between 1 % per month up to 12 % per year, depending on how long the 
item is stored in the bank. The longer the period of storage the more the customers have 
to pay.
655
 Nonetheless, this facility is preferred by the customer because they can enjoy 
quick approval of the application. They also can opt to rollover the outstanding amount 
of the debt, particularly in the event of defaulting, to meet their debt obligation. Fur-
thermore, the jewelry mortgaged, which sometime have sentimental values to the own-
er can be reimbursed after all the debt is settled. The Islamic banks are also willing to 
give the loan because they have secured the financing through the mortgaged item with 
them. If the customers were to default, they would sell the item to secure the debt.
656
 
 
5.3.2. Sharīʿah rulings of rahn 
 
Realizing that the issue of rahn is very important, the AAOIFI and the 
SACBNM have issued a standard and resolutions for rahn contracts. In the Sharīʿah 
standards issued by the AAOIFI, it is stated that the purpose of rahn is to secure the 
payment of debt owed by the borrower to the lender/seller (in the case of deferred pay-
ment).
657
 If the debtor defaults on his obligation, he cannot forbid the seller/lender from 
selling or disposing of the asset to compensate for debt owed. It is also stipulated that 
                                                 
654
 There are several processes to identify the finesses of the gold and the most popular is fire assay. It is 
a process that involves melting a gold-bearing sample in a clay crucible with a mixture of fluxes (such as 
silica and borax), lead oxide (called litharge), and a reducing agent (frequently flour). See furthermore in 
Britannia Encyclopedia, “Gold Fitness,” accessed 11 February 2013, 
http://www.britannica.com/EBchecked/topic/20 7276/fineness.  
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 Abdul Khir, et. al. “Critical Appraisal,” 1-14 
656
 Ibid. 
657
 The AAOIFI has issued two standards with regardwith regard to mortgage, namely standard no. 5, 
which is mixed with the issue of guarantee, while the standard no.39 is reserved solely on the matter, 
which on the other hand is to reinforce the former. AAOIFI, Al-Maʿāyīr al-Sharʿīyah, 62-78; 693-714. 
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the contract is binding, although the mortgaged asset is not owned by the mortgagee 
and the mortgagor cannot revoke the contract unilaterally. The mortgaged asset must be 
valuable, lawfully owned, and sold, tangible, yet it can be debt, cash, fungible asset, or 
consumable commodity. The same asset can be pledged more than one mortgagee (per-
son who charges the asset) and it is still possessed by the mortgagor (person who give 
the asset), which is kept under the mortgagee as a trust, as long as it is mortgaged. 
When the mortgaged asset perishes while in the hand of the mortgagee, he is not 
obliged to reimburse or compensate the asset, except if it is proven to be due to his neg-
ligence and transgression. In addition, the most important precept is that the mortgagee 
has no right at all to benefit or to enjoy the benefits produced from the mortgaged asset 
with or without permission of the mortgagor.
658
 This is purposely formulated to avoid 
any benefits accrued from the loan given. If the object of rahn can be benefited by the 
mortgagee, then it is equivalent to the definition of ribā. Furthermore, the mortgagor 
should bear all costs and expenses related to the safekeeping and the mortgagee may 
recourse the compensation of the costs from the mortgagor.
659
 
Meanwhile, the resolutions issued by the SACBNM are too concise, as com-
pared to the AAOIFI’s standards.660 Most of the resolutions discussed are only related 
to the mortgaged assets, for example, whether it is permissible for the mortgagee to use 
the mortgaged asset to secure two financing facility, or whether conventional fixed de-
posit and Islamic debt securities can be mortgaged asset or the issue of sale of mort-
gaged asset in the event of default.
661
  
 
5.3.3. The case of Bank Rakyat’s personal financing 
 
Bank Rakyat was established on 28 September 1954 under the Cooperative Or-
dinance 1948. Today, Bank Rakyat is the biggest Islamic cooperative bank in Malaysia 
with assets totalling RM79.21 billion, as at the end of 2012. It has 142 branches with 
more than 600 automated teller machines (ATMs) and cash deposit machines (CDM), 
and 56 Ar-Rahnu X’Change nationwide.662 There are two types of rahn products of 
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 Ibid., 699.  
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 Ibid. 
660
 For further comparison of the classical texts of rahn between four madhhab, one may consult with the 
work of al-Zuhayli, Financial Transaction in Islamic Jurisprudence, 286-302.    
661
 BNM, Sharīʿah Resolutions, 53-61. 
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 Bank Rakyat, “About Us,” 16 October. 2013, http://www.bankrakyat.com.my/web/guest/about_us. 
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personal financing offered, which are under consumer product by the bank, namely 
Pawn Broking-I and Pawn-Broking-i Az-Zahab. Pawn Broking-I aims to provide an 
immediate personal financing for individuals to overcome cash-flow needs. Under this 
product, the quantum of financing is given up to 70% of the mortgaged gold, and each 
gold value must not exceed RM 10,000 and a cumulative amount is not exceeding RM 
50, 000. The repayment period is only 6 months and an extension period is only permit-
ted for 6 months subject to the settlement of safekeeping fee for the past 6 months. The 
type of gold jewelry must be among 18 karat to 24 karat.  
Meanwhile, Pawn-Broking-i Az-Zahab is an extension of the first Ar-Rahnu 
scheme, in which the bank offers a higher facility amount and a longer repayment peri-
od. The quantum of financing is given still up to 70% of the gold value but each mort-
gaged item must exceed RM 10, 001 and a cumulative value of the gold must not ex-
ceed RM 100,000. The repayment period is given up to maximum 36 monthly instal-
ments or lump sum payment for a 6 months period. The mortgaged assets must be gold 
jewellery 18 karat until 24 karat.
663
 (See the safekeeping fees charged of both products 
in the table 8).  
Normally, four contracts are utilized to structure the product, namely qarḍ al-
hasan. It is an interest free loan, where the borrower/customer is required to pay only 
the principal amount borrowed. Under this product, the Bank will grant the loan to the 
customer and the customer will mortgage his/her gold jewelry as surety for the said 
loan. The same amount is to be repaid to the Bank by the Customer on maturity or on 
demand. Second contract is rahn- a valuable asset will be mortgaged as collateral for a 
loan granted. Under this product, gold jewelry serves as collateral to the loan. In the 
event of default, the mortgaged asset will be auctioned to recover the loss. Any surplus 
will be returned to the customer while the shortfall is to be repaid. Third contract is uj-
rah, which refers to charging a fee for services provided. Under this product, the Bank 
will charge a reasonable safekeeping fee for keeping the gold jewelry in a safe condi-
tion during the loan tenure. Finally, the forth contract is wadīʿah yad amanah, which 
refer to safekeeping with trust or without liability. In other words, it refers to an agree-
ment for the placement of the assets or money with another person for safekeeping and 
the safe keeper has no liability to compensate the property/ asset kept, except due to his 
                                                 
663
 Bank Rakyat, “Pawn Broking,” accessed on 16 October 2013, 
http://www.bankrakyat.com.my/web/guest/ar rahnu. 
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negligence. Under this product, the Bank promises to keep the gold jewelry in its cus-
tody during the loan period and the Bank shall be responsible to replace the gold jewel-
ry to the customer should the gold jewelry goes missing or stolen. If it is not due to 
bank’s negligence, the bank is not required to replace the gold jewelry.664 
 
Name of Product Margin of loan Safekeeping fees for every 
RM100 of mortgaged  
value 
Pawn Broking-I RM 100-RM 1,000 RM 0.65  
RM 1,001-RM 10,000 RM 0.75 
Pawn-Broking-i Az-Zahab RM 10,001-RM100,000 RM 0.75 
 
Table 8: The Safekeeping Fees Charged 
However, Bank Rakyat does not specify in detail each contract involved in the 
structure of the product. It just briefly states that there are two contracts engaged, 
namely wadīʿah yad amanah and qarḍ al-hasan. Each contract must be concluded sep-
arately and does not have any relationship to one another. Rahn is regarded as a sup-
porting contract to qarḍ al-hasan in guaranteeing the payment of the loan. Meanwhile, 
ujrah is regarded as a fee for wadīʿah yad amanah. The structure of the product can be 
delineated, as follows: 
(i) The customer applies for loan from the bank under the concept of qarḍ al-
hasan. 
(ii) The bank stipulates that the customer must pledge an asset to secure the debt. 
(iii) The customer surrenders the mortgaged asset and it is kept under the concept of 
wadīʿah yad amanah. 
(iv) The customer pays ujrah for the safekeeping of the mortgaged asset. 
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Figure 6: Rahn Structure 
 
The safekeeping fee’s calculation can be illustrated, as follows: For example, mort-
gaged asset’s value: RM10, 000; Loan Tenure: 6 months; Loan Amount (70% from the 
mortgaged asset’s value): RM7, 000. Hence, total safekeeping fee = mortgaged asset’s 
value X safekeeping fee X loan tenure; 
= RM10,000 X (RM0.75/100) X 6 months; 
= RM450.00 
The calculation of safekeeping is one-month calendar, where it is counted from 
a point-to-point basis. For instance, a customer applies for a loan on January 1, 2013, 
thus the one-month calendar is fixed on February 1, 2013. However, if the customer re-
deems the mortgaged asset earlier than the fixed date, the bank has the right to claim 
the full amount of one-month calendar. This obviously gives more advantage to the 
bank where it does not tolerate to reduce the fees charged, and probably one of the jus-
tifications is that the charge has been agreed in advance by both parties; the bank and 
customer. In this regard, it seems that the daily calculation gives more advantage to the 
customer, if he hesitates or does not have any fixed date to redeem his mortgaged asset.  
 
5.3.4. Sharīʿah issues  
 
The main issue in the structure of the product is safekeeping fee: It is observed 
that the safekeeping charged fee on the mortgage asset is in lieu of the loan given, 
Customer Islamic Bank 
4 
Applies for qarḍ (loan) 
Pays ujrah (fee) for the safekeeping of the object 
1 
Stipulates for rahn (mortgaged object) 
The mortgaged asset is surrendered and kept under the concept 
of al-wadīʿah yad d damanah (safekeeping with guarantee) 
2 
3 
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which is not in tandem with the original principles of the rahn contract. This is because 
rahn is a supporting contract to ensure that the debt owed by the mortgagor/borrower 
will be paid back. If the mortgagee charges any safekeeping fee, then it is similar to the 
benefit gained from the loan given. However, there is an opinion that the mortgagee 
may charge the storage fee, if the mortgagee incurs some costs to keep the asset.
665
 Re-
ferring to the standard of AAOIFI, it merely addresses that the mortgagee cannot utilize 
the asset, either “with or without” permission of the mortgagor, i.e. the real owner of 
the asset, because the utilization of the asset seems to generate benefit in excess of the 
loan given. When the mortgagee pays such expenses “with or without” the permission 
of the mortgagor, he has the right of recourse on the mortgagor for compensation or he 
may obtain compensation in terms of an equivalent period of benefiting from the mort-
gaged asset. The AAOIFI’s standard also explains that mortgagee should bear all the 
expenses relating to safekeeping, documentation and selling of the mortgaged asset, ex-
cept when the two parties agree that the mortgagor should bear such expenses. Howev-
er, the SACBNM does not address any decision related to the issue. Even so, the Fatwa 
Committee of the National Council for Islamic Religious Affairs Malaysia
666
 in its 78
th
 
meeting on June 12, 2007 ruled that the mortgagee could propose wage rate in order to 
maintain rahn scheme in Islamic banking.
667
  
If we observe the Sharīʿah standard issued by AAOIFI, the safekeeping can be 
imposed to the mortgaged asset, where it causes some costs to the mortgagee. The 
mortgagee can impose the fee based on the real cost incurred by the mortgagee. In this 
context, the mortgagee could not charge the safekeeping fee as a business, as what is 
done by Bank Rakyat. If we observe from the table 8, it appears that the bank charges 
the safekeeping fee based on the loan amonut to the borrower, and not the real cost of 
keeping the gold incurred by the bank. This indicates the bank does not relate to any 
cost of safekeeping, but to loan given. This practice is equivalent to the interest charges 
to the loan. Although, the safekeeping fee is charged based on the value of the mort-
gage asset to escape from the prohibited relationship of the amount of loan given, but 
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this method is not free from the prohibition. It seems that the mortgagee attempts to 
treat the safekeeping fee charged to the asset, as a different contract from the rahn. 
However, in actual sense both contracts are interrelated. The interaction between the 
contracts can be observed that the presence of safekeeping fee (ujrah) is due to the 
presence of wadīʿah yad damanah contract. On the other hand, the existence of 
wadīʿah yad damanah is due to the existence of rahn contract, and finally, the rahn ex-
isted because of qarḍ contract. Hence, the contract started with qarḍ, and without the 
qarḍ contract, there is no concluded mortgage contract and no safekeeping fee can be 
charged. Hence, the mortgagee cannot treat safekeeping fee independently from the 
qarḍ contract, but it is interrelated with the mortgage. By charging for safekeeping fee, 
it is similar as taking benefit from the loan given, which is prohibited by the Sharīʿah. 
In this respect, it is observed the safekeeping charged is merely a ḥilah to obscure the 
direct charge on the loan amount given.
 668
 Hence, the reason that the imposition of the 
charge is based on the service of the safekeeping and not to the loan is an invalid justi-
fication from the perspective of the Sharīʿah. In other words, the loan is given provided 
the customer agrees to pay the safekeeping fee, which exceeds the actual storage cost 
incurred by the bank, as compared to the safety box.
669
  
Furthermore, the arrangement of ujrah and wadīʿah yad damanah is seemed 
similar to a combination of sale and loan. This can be evidenced that ujrah is an ex-
change contract and wadīʿah yad damanah is a non-exchange contract. As we have al-
ready noted, the combination of exchange and non-exchange is prohibited under the 
Sharīʿah provision. The contract of wadīʿah yad damanah has been recognized by 
SACBNM, as a loan contract in its resolution.
670
 As wadīʿah yad damanah is a type of 
qard contract; hence, the creditor, i.e. Islamic bank is not entitled to possess any extra 
benefit from the borrower. Ujrah in this respect is regarded as an extra benefit to the 
creditor and if the creditor is committed to do that, then it is considered violating the 
principle of ribā. Both contracts are interrelated and this can be noticed that the loan is 
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only given by the bank, when the borrower pledges his asset and pays the safekeeping 
fee. Principally, mortgage asset is allowed by the Sharīʿah to guarantee the debt. How-
ever, what is practiced by the bank, to charge commercially the safekeeping fee, is an 
attempt to change the relationship between qarḍ and rahn. The attached stipulation to 
pay some amount of safekeeping fee is considered, as the unknown benefit (jahalah 
manfaʿah) to the creditor. However, it is not an issue, if the mortgaged asset is stipulat-
ed into the loan contract to secure the repayment of the debt, without requesting any 
payment, or exchange of benefit in terms of the safekeeping fee’s payment. This is be-
cause this practice to request mortgage is in tandem with the requirement of the loan 
contract, as prescribed in the Sharīʿah.  
The other issue is the arrangement between rahn and wadīʿah is contradictory 
to each other. In rahn contract, the mortgaged asset only serves as a security contract 
and it must be returned when the customer pays back his debt. On the other hand, in 
wadīʿah, the safe keeper should return the asset kept with him by the owner of the as-
set, if he is requested to do so by the owner at any time.
671
 The reason for such stipulat-
ed rules is that wadīʿah contract is classified, as non-binding contracts (ʿuqud ghayr 
lazim), where the owner of the safekeeping asset can terminate or request the asset 
back, as he wishes. Meanwhile, rahn contract is binding contract (ʿuqud lazim) that 
aims to support and secure the amount of debt owed, and the owner of the mortgage as-
set is not allowed to terminate the contract or request the asset at any time.
672
 In the 
principles of combination of contracts stated in the AAOIFI’s standards, it is stipulated 
that the contracts combined should not contradict with each other, and if they are op-
posing with each other, the combination is considered null and void.  
However, this is contrary with the current structure of rahn contract applied by 
Bank Rakyat, where the same object serves as the mortgage and the safekeeping asset. 
Essentially, the purpose of the wadīʿah contract is to protect the asset under the trust of 
the safe keeper, therefore in this case, wadīʿah contract is not required, as the asset is 
already secured in the protection of the mortgagee under the rahn contract. The inser-
tion of wadīʿah contract in the structure is actually to merely justify the charge of the 
safekeeping fee or ḥilah, which is an unnecessary element, embedded in the structure of 
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the product. If the the creditor wishes to charge some fees, as there is some operational 
cost to keep the mortgage asset, the fees must be actually cost and transparent, which is 
not related to the loan amount. In this respect, the rahn structure appears similar to loan 
with interest charged, however it has been modified so that it is acceptable to the 
Sharīʿah. This product is another ḥiyal madhmumah (impermissible legal artifice), 
which is used by the bank to avoid the prohibition of ribā. The structure of the product 
could not be regarded as makhraj (jurisprudential exit), since it has changed the estab-
lished legal ruling of the contracts involved in the product. The nature of wadīʿah yad 
damanah and rahn should be non-commutative contracts, but they have been trans-
formed to commutative contracts, which have deviated from the original status of the 
contracts.  
Therefore, it is recommended that the bank needs to employ other alternatives 
to generate profit and returns for the bank. The jurisprudential exit for this product is 
that they can offer a business based on a safekeeping box that the bank could charge 
any relevant fees for the services. In this case, this is probably not a lucrative business, 
but it is a way out from the legal artifices, which are prohibited by the Sharīʿah. The Is-
lamic bank is supposed to venture out from the obscured transactions and assume a risk 
similar to entrepreneur, who sells and purchases goods and services in the market place, 
instead of engaging risk free business, such as rahn or qarḍ. 
 
5.4. Case III: Islamic House Financing under Forward Lease 
5.4.1. The concept of forward lease 
 
 A forward lease or al-ijārah mawsufah fi al-dhimmah can be regarded as a new 
concept that has been recently applied in Malaysian Islamic banks. 
673
 Many terms have 
been used to indicate the concept in the Arabic nomenclatures, such as ijārah al-
dhimmah (forward lease), ijārah waridah ʿala al-dhimmah (lease contract based on re-
sponsibility) or ʿaqd ʿala manfaʿah fi al-dhimmah fi syai’ mawsuf bi sifat (a contract 
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that benefits based on responsibility of asset or property is attributed with specifica-
tions). These terminologies nonetheless carry the same meaning to the former, which is 
a lease contract with benefits that will be prepared in the future.
674
 It is different to the 
conventional ijārah because the benefits of the latter can be consumed immediately 
once the contract is concluded, whereas the benefits of forward lease will be available 
only in the future. This is because the asset to be utilized by the lessee is not yet owned 
by the lessor at the contractual session, where the contract is concluded. It is based on a 
promise undertaking of the lessor to deliver the asset based on detailed specifications, 
value, and time of availability, where the lessee can benefit it in the future.
675
  
It is also different from the contract of salam, since in forward sale, there is no 
requirement for the contractor to pay beforehand the rental payment. However, pay-
ment in advance is obligatory in the salam contract. The contract has been argued is 
similar to contract of istiṣnā. This is because the buyer cum lessee has some flexibility 
and freedom to defer the rental payment until the objects or services rendered by the 
seller. However, it is different from the istiṣnā’ that is always associated with the object 
to be manufactured. In the contract of forward lease, the seller sells benefits to be uti-
lized, not the physical object.
676
 It seems that both principles of contracts, i.e. salam 
and istiṣnā’ cannot be adopted as the principles of forward lease because the nature of 
the two contracts is different from the forward lease and it could be regarded as a new 
contract. 
 
5.4.2. Sharīʿah rulings of forward lease 
 
The main principle of the contract is that the lessee must describe in detail the 
benefits in the lease agreement that he will utilize. This agreement also depends on the 
ability of the lessor to deliver the asset to be utilized. If the lessor cannot deliver the as-
set, at the exact time and place with the specified features, the lessee has the right to re-
ject or replace for substitution or to terminate the contract. It is not a requirement for 
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the lessee to pay in advance the rental payment, but the lessor may ask the lessee to pay 
it beforehand. If the rental payment is made prior to the deliverability of the asset to be 
benefited from, the contract is considered as salam contract (forward sale). If that is the 
case, then all the rules associated with salam contract must be followed.
677
 
There are some contentions among contemporary scholars concerning forward 
lease, whether it takes the rules of salam (forward sale). conventional ijārah or a new 
type of contract. According to Abū Ghuddah, he explains that forward lease is similar 
to the conventional ijārah. In conventional ijārah, the lessor is committed to providing 
a thoroughly described benefit; either the benefit is in the form of an object (e.g. car or 
house) or human services (e.g. teaching or tailoring). It is required for the lessor at the 
contractual session to own the physical asset that will provide the benefit. However, if 
the asset is not yet available then this is known as a forward lease. In this contract, it is 
not required for the lessor to own the physical asset to be consumed or the human ser-
vices at the contractual session (majlis al-ʿaqd) in which the benefits can be provided in 
the future.
678
 Both contracts are considered as binding (lazim) contracts, thus, the par-
ties involved may not terminate the contract unilaterally.
679
Therefore, based on these, 
he regards that forward lease has similar characteristics as compared to the convention-
al ijārah and all the principles of conventional ijārah.680  
Furthermore, Abū Ghuddah adds that forward lease lately became an alternative 
contract for leasing an asset, which is not existent. This is because in forward lease, the 
lessor is permissible to charge rental before the subject matter for lease is existent, as 
long as he regards that the rental payment is a debt for him until he delivers the subject 
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matter to be utilized by the lessor. Furthermore, it is also not a requirement for the les-
see to pay the rental in advance and it can be deferred. However, these elements have 
triggered the issue of bayʿ al-kali bi al-kali (sell a debt for a debt; both counter values 
are delayed), where both components (subject matter and price) are delayed. Lease con-
tract is considered as one type of sales contracts, and the delay of both components is 
prohibited in Sharīʿah in order to avoid any gharar in the transaction. However, Abū 
Ghuddah argued that for forward lease, there is an exceptional situation, where both 
components can be delayed. However, he did not strongly justify his assertions by 
quoting any Qur’ānic verses or prophetic traditions or rationales in order to support the 
decision.
681
  
Contrary to Abū Ghuddah, Mahmud Nassir considers that forward lease falls 
under the principle of mixed contract of salam and conventional ijārah contract, thus, 
part of the principles of both contracts are applied. For example, the lessee is required 
to pay in advance the full amount of the price at the contractual session. The lessor is 
required to deliver the asset to be utilized similar to the terms and conditions in the con-
tractual session. If the lessor violates the prescribed conditions, the lessee may have op-
tions, either to retain in the contract until all the requirements are satisfied or terminate 
the contract. The lessor is allowed to use the rental payment made by the lessee for per-
sonal purposes and it is regarded as a debt to the lessor. If he fails to deliver the object 
to be benefited, then he is required to render it back to the lessee. The lessee also can 
take a mortgage from the lessor in order to secure the contract. If the lessor fails to pro-
vide the object or service to be benefited, the lessee has a right to sell the mortgaged as-
set in the market place to get the equivalent value of the benefits provided by the les-
sor.
682
 
In this regard, it can be concluded that both scholars agree that the contract of 
forward lease is subsumed under the conventional ijārah, where all the requirements of 
the latter contract must be maintained in the former. However, the difference between 
the two opinions is that Abū Ghuddah does not stipulate that the lessee must pay the 
rental in advance, since the object to be utilized, as benefit is not delivered yet. Howev-
er, Mahmud Nassir argues that the lessee is required to pay in advance, as it is analogy 
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to the salam contract, where the object is delayed. If both counter values are delayed, 
then it is equivalent to sell a debt for a debt, which is prohibited in the Sharīʿah. To 
conclude the discussion, the author personally agrees with the contention of Abdul Sat-
tar that both counter values can be delayed. The purposes are to ease the transaction of 
the society and to remove hardship, as this requirement becomes a customary practice 
(‘urf) in the modern business transactions and it is in tandem with the objective of 
Sharīʿah. 
The AAOIFI and the SACBNM also have briefly discussed the contract and its 
application in Islamic financial services. The AAOIFI in its standard of the article 3/5 
stated that; “an ijārah contract may be executed for an asset undertaken by the lessor to 
be delivered to the lessee according to accurate specifications, even if the asset so de-
scribed is not owned by the lessor. It is not a requirement of this forward lease that the 
rental should be paid in advance as long as the lease is not executed according to the 
contract of salam. If the lessee receives an asset that does not conform to the descrip-
tion, then he is entitled to reject it and demand an asset that conforms to the descrip-
tion”.683 Meanwhile, the SACBNM resolved that the contract is permissible, based on 
the classical justification made by Muslim jurists that classified ijārah into two types; 
ijārah over the usufruct of a readily available asset or ijārah over the usufruct of an as-
set undertaken to be made available (dhimmah) and analogical reasoning (qiyas) of 
salam contract. 
684
 
 
5.4.3. The case of Kuwait Finance House’s house financing 
 
 Kuwait Finance House (Malaysia) (KFHM) is among the three foreign Islamic 
banks, which have been given license by the government to operate in Malaysia since 
2005. The bank is also part of KFH Group, which was established in Kuwait 1977. 
KFH has since expanded regionally in the Middle East, as well as in Europe and Asia. 
KFH has business operations in Bahrain, Turkey, Jordan, Saudi Arabia, Malaysia, Sin-
gapore, and Australia as well as affiliates in the United Arab Emirates, Oman, and 
Bangladesh. It was called as the 'Harvard of Islamic banks' in the 2007 issue of Forbes 
magazine, KFH has earned global recognition, having received numerous prestigious 
local and international awards, such as the Most Outstanding Islamic Consumer Prod-
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uct-KFH-Gold Account-i at Kuala Lumpur Islamic Finance Forum (KLIFF) 2011 and 
Best Investment Bank (Asia) at Islamic Business and Finance Awards 2011. The bank 
offers numerous Sharīʿah-based financial products and services under Corporate and 
Investment, Commercial, and Retail and Consumer Banking as well as Treasury and 
International Business. In addition, the bank also has established KFH Asset Manage-
ment Sdn Bhd to provide asset and fund management activities, encompassing private 
equity, alternative investments, and unit trusts.
685
 
The contract of forward lease is utilized for property under construction, since it 
is argued that it can solve the financing of an item, which does not exist yet during the 
contractual session. This is different from normal sale transaction because the main 
principle of the contract, subject matter must exist at the contractual session to avoid 
gharar. Throughout the period of construction, the lessor/ the bank may ask the lessee 
(customer) to pay a certain portion of pre-agreed lease rental as a forward lease. The 
rental paid will be considered as a debt to the lessor until the delivery of the leased as-
set, i.e. home, to the lessee. The ownership of the asset remains to the lessor and it will 
be transferred to lessee at the end of leasing period or once full settlement is made by 
the lessee through gift or sale. The contract is mostly targeted at individuals, who aim 
to purchase property under construction landed or non-landed residential properties 
such as link and semi-detached house, bungalow, apartment, condominium, and bunga-
low lots for dwelling or business purposes. The calculated amount of financing is based 
on the fixed or variable rate as determined by the bank from time to time, and the credit 
profile of the applicants. The home and property to be financed will be mortgaged as a 
security of the financing.
686
 
 The contract involves combination of two contracts, namely istiṣnā’mawazi 
(parallel commission sale)
 
and ijārah muntahiyah bi tamlik (leasing ended with acquisi-
tion), which are contracted in a separate transactions.
687
 It is regulated under the 
Sharīʿah resolutions issued by the SACBNM and the Hire-Purchase Act 1967.688 The 
flows or structures of the product used for house-financing product are as follows: 
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(i) The customer identifies the interested property or house to be purchased under 
construction and the price, for example, is RM 100,000 from the developer.  
(ii) Based on section 31, the Hire-Purchase Act 1967 (the HPA 1967), the customer 
has to pay 10% instalment of the price and now he has the ownership of the 
house. He then applies for financing facility to pay the remaining balances of 
the price through KFHM.
 
 
(iii) The bank studies the credit profile and the capability of the customer to pay the 
facility, before it releases the financing. The amount of the financing is based on 
the credit profile and capability to pay back. If the customer obtains a good 
credit background from the assessment, the bank will release the full amount of 
the financing, i.e. 90 % of the price.  
(iv) Once the bank approves the financing, the customer has to sign a contract that 
he sells the house to KFHM based on the contract of istisna’ mawazi (parallel 
manufactured sale).
689
 This contract means, once the developer completes the 
construction instead of delivering the house to the customer; it will deliver to 
the bank. Consequently, all the liabilities, such as debt and ownership risk are 
transferred to the KFHM, and the customer is absolved from the responsibility 
of the house.
690
 
(v) Afterwards, the customer has to enter another contract, namely forward lease 
with KFHM. In this respect, the customer becomes a lessee and KFHM be-
comes a lessor. The responsibility of KFHM is to ensure that the house will be 
delivered and the lessee can benefit from the asset. The bank also must ensure 
that the customer will pay the rental up until the house is delivered. Meanwhile, 
the developer’s responsibility is to deliver the house on the accurate time, as 
prescribed in the initial contract.  
(vi) Once the construction is completed by the developer, KFHM will continue to 
lease the house, but under the concept of ijārah muntahiyah bi al-tamlik (leas-
ing end with acquisition) until the customer has settled the full amount of rental 
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payment. Afterwards, KFHM will transfer the house’s ownership to the cus-
tomer through hibah (gift) contract.
691
 Normally the house under construction 
will be completed 1-3 years after the agreement, depends on the development 
and progress of the construction. If the developer delays the delivery the house 
then, normally he will be fined and the amount of fines is charged in accordance 
to per day delayed (see Figure 7). 
 
Figure 7: The Structure of House Financing under Forward Lease 
  
KFHM in this respect offers two types of programs of entrance into acquisition 
of the financing, namely zero entry cost (ZEC) and non-zero entry cost (NZEC). Under 
the ZEC, all expenses, i.e. legal fees and stamp duty on financing agreement and valua-
tion fees, shall be borne by the bank. However, it excludes all costs related to the trans-
fer of the property’s ownership. Meanwhile, under the NZEC, all expenses mentioned 
above are paid by the customer. The difference between both is that in terms of the 
profit charged. For the ZEC package, the range of rate, if the amount of financing be-
tween RM250K –RM500K, then the charge is 2.30% per annum, and if the amount of 
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binding on both parties whereas a promise is solely binding on the person or party who gives it, the 
promisor. AAOIFI, Al-Maʿāyīr al-Sharʿīyah, 141. 
Customer 
Developer KFH 
Identifies the interested house 
under construction 
Sells the 
house 
Sells the 
house  
Leases the property and 
transfer the house when the 
rental is completed 
Delivers the house, 
when it is completed  
1 
2 
3 4 
5 
232 
 
financing is above than RM500K, then the rate is 2.40% per annum. On the other hand, 
for NZEC, the amount of profit charged is cheaper than ZEC, as it excludes the amount 
of all expenses, which must be paid, if the customer subscribes ZEC. The charges for 
the financing amount between RM250K –RM500K, is only 1.90%, while if it is above 
than RM250K, the charge is 2.10% per annum. The rate of profit is based on Based Fi-
nancing Rate (BFR).
692
 The profit rate charged is calculated monthly on a reducing bal-
ance method.
693
 KFHM, on the other hand, will approve the financing up to 90% of the 
property value, subject to the debt servicing ratio (others debts in other financial institu-
tions) of the customer that is not more than 60%. Meanwhile, the financing tenure is 
given up to 35 years or until age of 70 years, whichever is earlier. (The profit rates 
charged are indicated in the table 9).  
 
Package Range 
 
Non-ZEC/FEC 
RM250K - <RM500K RM500K and above 
BFR -2.30% per annum BFR – 2.40% per annum 
Package Rate 
 
ZEC 
RM150-250K >RM250K 
BFR-1.90% per annum BFR – 2.10% per annum 
 
Table 9: Profit Rate of Asset Acquisition Financing-I under Forward Lease 
 
In the event of default, KFHM will take the following actions. Firstly, the bank 
will charge penalty (taʿwid) of 1% per annum on the overdue instalment or any other 
approved charges by the BNM or the Association of Islamic Banking Institutions in 
Malaysia (AIBIM). The bank also will revise the financing rate, which will result in a 
higher instalment amount to be paid by the customer due to restructuring or reschedul-
                                                 
692
Based Financing Rate (BFR) is a minimum profit/interest rate calculated by financial institutions 
based on a formula that takes into account the cost of institution of funds and other administrative costs. 
The BFR is usually the same amongst major banks. Adjustments to the BFR are made by banks at the 
almost same time; although, the BLR does not adjust on any regular basis. Usually adjusted (at the time 
in correlation to the adjustments of the OPR), which is determined by Bank Negara Malaysia (BNM) 
during Monetary Policy Meeting. Banks in some countries use the name "Prime Rate" or "Prime Lending 
Rate" to refer to their Base Lending Rate. BFR is used to price products including mortgage financing, 
personal financing, credit card, and overdraft facility. Omar, et. al. “An Islamic Pricing Benchmark,”  
693
 Reducing Balance Method is the depreciation is charged at a fixed rate like straight line method (also 
known as fixed installment method). However, the rate percent is not calculated on cost of asset but 
based on the book value of asset. The book value of an asset is obtained by deducting depreciation from 
its cost. The book value of asset gradually reduces because of charging depreciation. Since the deprecia-
tion rate per cent is applied on reducing balance of asset, this method is also called as reducing balance 
method or diminishing balance method. See the calculation of this method in Accounting Explanation, 
“Reducing Balance Method of Depreciation,” accessed 13 March 2013, 
http://www.accountingexplanation.com/reducing_balance_method_of _depreciati on.htm. 
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ing of financing repayment. The bank also will report to local credit bureau of the his-
tory of default of the customer. In this respect, the customer may face the difficulty of 
obtaining future credit and banking facilities with other financial institutions. The last 
resort that can be taken by the bank is a legal action against the customer for his failure 
to pay the outstanding amount due. Consequently, charges will be incurred to the cus-
tomer as well as the historical record of financial statement for future credit and bank-
ing facilities, up to be declared for bankruptcy status. 
 
5.4.4. Sharīʿah issues  
 
In is observed that the structure of forward lease offered by KFHM is contradic-
tory to the Sharīʿah principle of ownership. This product is regulated under the Hire-
Purchase Act 1967 (HPA 1967) in which some part of the provision of the act is contra-
ry to the Sharīʿah principles. It is stated previously that the bank and customer must 
sign the contract of ijārah muntahiyah bi al-tamblik (see step IV) in a separate transac-
tion. It is done in order to avoid the prohibition of combination of two contracts in one 
contract, which is prohibited by the Prophet. However, under the HPA 1967, once the 
customer signs the contract, the asset is automatically owned by the customer. This 
triggers a conflict with Sharīʿah law, since the asset is not yet owned by the custom-
er.
694
 It can be questioned as to whether the customer has signed an ijārah or sale con-
tract. 
The ownership of the property has been delivered to the buyer can be shown 
through the reading of Section 20, the Sale of Goods Act 1957. It is stated that once the 
customer rendered 10% of the house’s price, the ownership is directly owned by the 
customer.
695
 Then, the customer sells to the bank and the bank becomes the real owner 
of the house. This is considered as the owner of the property has transferred the owner-
ship to the new owner. However, this is not realized when the customer applies for the 
facility from the bank. Based on the previous judgment in the case of BSNC Leasing 
Sdn Bhd v Sabah Shipyard Sdn Bhd and Ors (2000), the judge decided that once the 
contract of hire-purchase is signed, the asset is directly owned by the buyer, whereas it 
                                                 
694
 It is stated in the definition of HPA 1967, “hire-purchase agreement includes a letting of goods with 
an option to purchase and an agreement for the purchase of goods by instalments (whether the agree-
ment describes the instalments as rent or hire or otherwise).” There are two agreements concluded by the 
contracting parties, an option to purchase, and an agreement for the purchase. Hire-Purchase Act 1967, 8. 
695
 Section 20, Sale of Goods Act 1957 
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should be the seller from the perspective of Sharīʿah. Thus, the bank is not the real 
owner of the asset.
 696
 This ambiguity is evidently seen in the registration of owner-
ship’s title of the house, where it does not indicate that the bank is the real owner of the 
property, but it is the customer.
697
Furthermore, the property is owned by the customer 
can be shown through the action of the bank to charge/pledge the property. It is not rea-
sonable since the property is not yet transferred from the bank to the customer. It is 
seemed that the bank pledges its own asset. In reality, the property has been transferred 
to the customer; therefore, it is valid for the bank under the common law of Malaysia to 
pledge the asset. This is contrary to the principles and objectives of the contract. 
The other problem is the subject matter sold does not exist. When the customer 
initiates to sell the house under the current structure, the property sold is still under 
construction. In other words, the subject of the sale does not exist yet, when the con-
tract of sale is concluded. However, this has been argued by Sharīʿah scholars that the 
selling of subject matter, which is not existed yet, can be performed, as long as there is 
a certainty in delivering the subject matter. However, based on the abandoned cases of 
housing project in Malaysia, it raises some doubt whether the argument is still valid to 
be used in this case. If the current system could not guarantee the delivery of the house, 
hence, it is contrary to the principles and objectives of the Sharīʿah.698  
Furthermore, the agreement signed between the bank and customer is observed 
to be unfair to the latter. The bank does not provide, either in the product sheet terms or 
contract, any remedies, if the promised property is unable to deliver to the client. 
Therefore, it is an unfair agreement for the customer because there is no legal remedy 
for the failure of delivery of the property to customer. This indicates that the bank only 
thinks to solve the default of rental payment by the customer, but not to the property, 
which may not be delivered. The bank is only interested in the financing and does not 
act as a lessor or the legal owner of the property.  
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 BSNC Leasing Sdn Bhd v Sabah Shipyard Sdn Bhd and Ors (2000) 1 AMR 1141; see also Rosman, 
“Ḥiyal wa Makhārij, 285; Abdullah, “Islamic hire-purchase in Malaysian financial institutions, 23-24.  
697
 The SACBNM, however, recognized this practice, where it argued that Sharīʿah recognizes the con-
cept of beneficial ownership, although it seems conflict with the classical position of ownership. Bank 
Negara Malaysia, Sharīʿah Resolutions, 6. 
698
 Nuarrual Hilal Md. Dahlan and Sharifah Zubaidah Syed Abdul Kader Aljunid, “Sharīʿah and Legal 
Issues in House Buying in Malaysia Legality of Bayʿ Bithaman-Al-Ajil (‘BBA’) with Special Reference 
to Abandoned Housing Projects,” Pertanika Journal of Social Science and Humanities 19, no. 2 (2011): 
349 – 361 
698
 Bank Negara Malaysia, Sharīʿah Resolutions, 113. 
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The other issue is related to the rate of rental where the bank does not provide in 
detail about the framework of the rate of rental that will be charged by the bank. In Ma-
laysia, the rental is determined by the bank based on annuity table, where it has the 
equivalent of profit and principal portion. The profit portion represents the lease, while 
the balance represents the principal repayment. For a non-banking scenario, lease rent-
als are normally benchmarked against prevailing rate of rental of assets of similar na-
ture. When the bank offers forward lease, the rental does not exhibit the true prevailing 
rental rate of the property. Instead, it is based on the prevailing cost of funds and mar-
ket interest rates charged, which can be linked to conventional loans.
699
 The bank can-
not determine the rental rate based on the prevailing market rate because the bank 
would be unable to reimburse back the cost of fund acquired, if the market rate is low-
ered than the rental charged by the bank. The rental paid by the customer does not re-
flect the actual market lease value. Consequently, this product is unable to achieve the 
objective of genuine Islamic lease financing under the principle of Islamic banking. 
In addition, it is observed that the structure still has the salient feature of riba is 
still existent. The structure of the product is structured based on bayʿ al-ʿīnah, which 
has been prohibited by the majority of Muslim jurists due to it is similar riba. However, 
the contract has been recognized in Malaysia. The similarity can be noticed, when the 
customer initiates to sell the house under construction to the bank with cash and buy it 
back gradually through paying the rent and finally ending up with the purchase. This is 
similar to bayʿ al-ʿīnah structure, where someone sells an item with cash and subse-
quently he then buys it back with deferred payment. The impact of using the contract is 
that it would not be able to realize the objectives of sale transactions in the Sharīʿah, i.e. 
to utilize the benefits of the subject matter by the buyer and to receive fair compensa-
tion by the seller. This is because the contract is arranged fortuitously to circumvent the 
prohibition against ribā. Furthermore, it is obviously stated that in the HPA 1967 that 
the terms charges- i.e. total interest charged on the hire-purchase facility, which is cal-
culated based on a flat rate on the amount financed over the duration of the facility-is 
applied into the contract.
700
 This causes an issue of Sharīʿah, since the interest is pro-
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 Khaled Morad Amer and Ninasrin Radenarmad, “Innovation In Islamic Banking: The Practical Appli-
cation of Forward Ijārah and Its Issues And Challenges,” (paper presented at 2nd ISRA Colloquium 2012, 
“Islamic Finance in a Challenging Economy: Moving Forward, Suasana Kijang, Bank Negara Malaysia, 
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 Bank Negara Malaysia, “Terms Charges,” accessed on 16 October 2013, 
http://www.bankinginfo.com.my/04_help_and_advice/0406_glossary/glossary.php?intPrefLangID=1& 
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hibited in any transaction. Therefore, it is found that the product still could not avoid 
riba. 
In this respect, the legal framework and structure of the product need some im-
provements and modifications. In order to streamline the HPA 1967 with the Sharīʿah 
principles, the act must be modified so that the issues addressed can be resolved. If it 
could not be modified, then a new Islamic Hire-Purchase Act should be promulgated.
701
 
Meanwhile, for the subject matter, which does not exist yet, it has been argued that the 
matter is permissible based on the justification provided by Ibn Taymīyah (d.1328), Ibn 
Qayyim (d.1350) and the SACBNM. It is permitted on the condition that the seller is 
capable to deliver the object to the buyer.
702
 However, Md. Dahlan and Aljunid (2011) 
argued that many cases in Malaysia, where the developers fail to deliver the house to 
the buyer and the trend of the failure is rising every year.
703
 In this respect, the regula-
tor and government should strictly regulate the development of the house to ensure jus-
tice and equitable treatment to the buyers.
704
 To avoid that the structure be similar to 
bayʿ al-ʿīnah, the bank itself buys the house from the developer and sells it to the cus-
tomer after the customer identifies the house. This structure is dissimilar to the bayʿ al-
ʿīnah, since the bank purchases from the developer and assumes the risk of ownership. 
Finally, to mitigate the risk of ownership, the customer must sign a unilateral undertak-
ing that he will purchase the house, once the bank purchases it.  
 
5.5. Conclusion 
 
 In conclusion, it is observed that there is no difference with conventional banks 
in the approaches taken by the Islamic banks to develop their products. The banks still 
employ the mechanism of ḥiyal as the main approach in structuring their products and 
services in order to evade the circumvention of ribā. Although there are some ḥiyal, 
which are allowed under the Sharīʿah, namely makhārij, the employment of the method 
                                                 
701
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is not strongly justified by Islamic bankers resulting the confusion, whether the prod-
ucts developed under the prohibited ḥiyal or otherwise. Hence, it is not surprising that 
Islamic bankers prefer to develop their products based on the structure of controversial 
contracts such as bayʿ al-ʿinah or organized tawarruq, since it is the easy way to repli-
cate ribā-based conventional products offered in the market. The approaches taken 
have deviated from the proposed idea of Siddiqi (1983) that equity financing be the 
main basis for product development. Islamic banks in Malaysia prefer the approach of 
debt financing, as proposed by Ismail (1992). The findings support the assertion by 
previous scholars, such El-Gamal (2006), Hamoudi (2007), Nienhaus (2007), Muneeza 
et. al. (2011) and Rosman (2008) that Islamic banking products are based on ḥiyal. 
 In addition, the research finding shows that product developers in Islamic banks 
are only concerned with the contractual forms rather than the substances of the con-
tracts applied. The contract is only employed to justify the ends or results of the prod-
ucts developed. Hence, any contract that can produce similar result to circumvent the 
prohibition of ribā, will be used to structure a product. This can be best illustrated in 
rahn, where a contract wadīʿah yad damanah is merely formulated to justify the safe-
keeping fee, although there is no relationship between rahn and qarḍ, which serves the 
main contract in the product. This finding advocates the previous studies done by El-
Gamal (2006), and Kuran (2004) that Islamic finance attempts to preserve the form ra-
ther than substance of the contract. 
The main reason is that Islamic banks have to take into account the interest of 
their depositors and stakeholders that seek for positive profits and good return. This 
was explained by scholars, such as Humayon and Presley (2002), Nienhaus (2010) and 
Khan (2013) that most Islamic banks are risk-averse group, which expect some return 
to the deposit and capital invested. Therefore, the fund should be prudently managed by 
the banks to avoid any loss. Debt-financing facility becomes the choice since it pro-
vides security and guarantee to the deposited money and capital. Furthermore, it is not 
relevant for the banks to structure Islamic banking products that are based on equity fi-
nancing on credit-purchased and personal financing, since they are consumption on the 
fund, which is different with equity-financing aimed at venturing business in order to 
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obtain profits, except for house financing that can be based on mushārakah mu-
tanāqiṣah financing.705  
                                                 
705
 Further explanation, see Humayon and Presley, “Lack of Profit and Loss Sharing in Islamic Banking, 
3-18; Nienhaus, “Capacity Building in the Financial Sector, 1-26; Khan, What is Wrong with Islamic 
Economics, 339-340.  
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CHAPTER 6: CONCLUSION  
 
6.1. Summary of the Findings 
The conventional banks in the world began banking business a few hundred 
years ago, in which their main businesses are taking deposits and giving loan to cus-
tomers with interest (riba). However, this is different to the operation of Islamic bank-
ing, where the institution is mainly developed based on the principles of Sharīʿah and 
Islamic economics. In the Islamic economic system, Islamic banking is not only about 
abstaining from charging interest or fulfilling the requirements of banking product, but 
it also aims to realize socio-economic objectives and the sustenance of a just and ethi-
cal society. It must balance between the objectives of the bank as a financial intermedi-
ation to maximize profit and ensure efficiency and the needs of society, which demand 
for justice and fairness in economic transactions. These ideas are translated via devel-
oping products that can produce sustainable impacts and fulfilling society’s needs. The 
main contract proposed to operate the bank is centered on the profit-loss-sharing basis, 
which has been claimed to be capable in ensuring socio-economic justice. 
   In developing Islamic banking products, three elements are essentially im-
portant; namely the process of product development, the legal and regulatory frame-
work and the Sharīʿah aspects. The process of product development must be carefully 
managed to keep track of the various details including planning, organizing, controlling 
and leading the different phases of the process. The legal elements deal with the mod-
ern regulatory framework and the supervision of the activities and operations, as well 
as the process of product development of Islamic banks by the regulator, i.e. the central 
bank. Meanwhile, the Sharīʿah aspects refer to the religious framework to ensure that 
the concept of product development is consistent with the Sharīʿah principles and re-
quirements. These three elements must be well understood by product developers so 
that the products developed would be efficient and viable in the market.  
The paramount concern in the process of developing Islamic banking products 
is to ensure that the products comply with the contractual forms of Sharīʿah require-
ments. These include the fulfilment of the pillars and the conditions of the contracts, as 
well as observing the limits of the Sharīʿah, i.e. the products must be free from the pro-
hibited elements, such as ribā, gharar, and maysir. In addition to the Sharīʿah require-
ments, the product developers also have to take into consideration the modern Islamic 
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banking requirements, such as customer requirements, pricing, risk management, and 
product features. However, it is argued that by using this approach, i.e. fulfilling the 
contractual forms, the product developers apparently ignore the substance and econom-
ic objectives of the contracts applied. For example, the use of sell and repurchase con-
tract (bayʿ al-ʿīnah) will ignore the Islamic economic objective. Among the Islamic 
economic objectives of sale are to transfer the ownership and the new owner will bene-
fit from the ownership of property purchased. However, under this contract, the new 
owner does not have any opportunity to benefit from the advantages of the property 
since the contract is synthetically arranged to allow ribā’s usurpation. Hence, this 
transaction has violated the objective of the economic transaction delineated in the 
Sharīʿah. 
The objective of the process of product development in Islamic banking is simi-
lar to conventional banking, which is to achieve the economic efficiency. The main dif-
ference is that the goal of product development is to achieve the profits based on the 
Sharīʿah compliance by employing Sharīʿah contracts and methods in product devel-
opment. Various techniques have been used, such as replication of conventional prod-
ucts, product augmentation, and mutation, combination of contracts, novel contract, 
customer preference, and market segmentation, to develop Islamic banking products. It 
is shown that classical Islamic nominated contracts have been employed to develop fi-
nancial products by altering some of its features and characteristics in order to suit the 
modern banking requirements. Although the positive aspect of the efficiency and effec-
tiveness of conventional banks may be adopted in Islamic banking, the process of imi-
tating the characteristic of ribā, which exists in the conventional product, is not ac-
ceptable, since it may not contribute to achieving the objectives of Sharīʿah and Islamic 
economics. 
Nonetheless, Islamic banking products in Malaysia have been criticized over its 
Islamicity, which are unable to fulfil the objectives of Sharīʿah and Islamic economic 
principles. Hence, this study decided to focus two specific aspects, which are critical in 
ensuring the Islamicity of Islamic banking products, namely the legal and regulatory 
challenge and the issue of hiyal. For the issue of legal and regulatory framework, the 
Malaysian government recently has enacted the new Islamic Financial Services Act 
2013, which offers specific regulation on Islamic banking procedures and the Central 
Bank of Malaysia 2009, which provides more power to the Sharīʿah Advisory Council 
(SAC) to interpret Sharīʿah law. However, the study found that the act is insufficient to 
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ensure the Islamicity of the products, since they only serve as administrative and super-
visory laws, and not the substantive laws of Sharīʿah principles. The substantive laws 
that regulate Islamic banking products are conventional laws, which are dubious to be 
coherent and compatible with the Sharīʿah principles (e.g. Hire-Purchase 1967). Con-
sequently, the products still could not escape from being labelling as unIslamic. Fur-
thermore, the court system that adjudicates Islamic banking cases is civil courts, which 
are normally applying the principles of common law as well as the judges in the civil 
court are trained in common law and not Sharīʿah law. The main problem common law 
with Sharīʿah law is that some of the underlying principles of the former are incompat-
ible with the latter. Islamic banking products apply Sharīʿah principles, which require 
competent judges in deciding the cases of Islamic banking in the court. The conse-
quence of incompetent civil judges on Sharīʿah laws in adjudicating Islamic banking 
cases caused many legal decisions, which have been decided, are contradicted to the 
Sharīʿah precepts. 
 Meanwhile for the issue of hiyal, the method has been long regarded as the cas-
uistical technique for escaping the prohibition against ribā by embedding the element 
of interest into contract without violating the letter of the prohibition in the classical 
scholarly discussions. Normally, ḥiyal have a negative connotation and the person us-
ing the method is considered to be concealing intention to deceive the rules of Lawgiv-
er. Classical Muslim jurists have divided ḥiyal into two divisions, namely, ḥiyal muha-
rammah (prohibited legal artifices) and ḥiyal mahmudah (permissible legal artifices). 
The former refer to a legal disposition, which is originally permitted, but the performer 
of ḥiyal does not intend to realize its original legal consequences, which is set by the 
Lawgiver. However, the performer attempts to overturn them to the other legal conse-
quences and rulings in order to achieve his objectives. Meanwhile, the latter are a legal 
disposition intended to achieve greater benefits or to eliminate harms that happened or 
will happen that does not result in any changes to the original legal consequences pre-
scribed by the Lawgiver. The latter are also known as makhārij, which are employed 
generally to the situation where someone faces with a ḍarūrah (necessity) and/or diffi-
cult circumstances that could not be avoided. It has been argued that if the makhārij are 
not employed into the situations, then the performer would not achieve his objectives, 
in which his objectives must be consistent with the objectives of Sharīʿah; preservation 
of religion, life, intellectual, progeny and property. The former are prohibited, while the 
latter are permitted. However, the dichotomy of these legal dispositions has confused 
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the practitioners and they ostensibly apply both terms interchangeably in developing Is-
lamic banking products. Consequently, the contract that is considered as impermissible 
ḥiyal is applied to the same status as makhārij, as it happened to the contract bayʿ al-
ʿīnah and organized tawarrūq. Both contracts are considered prohibited ḥiyal and not 
as makhārij, since they are normally employed to circumvent the prohibition against 
ribā. 
In order to integrate the theoretical framework with the practical approach in 
developing Islamic banking products, this study examined three case studies. The cho-
sen products are Islamic credit card based on ujrah concept, Islamic mortgage operated 
under the concept of rahn and house financing based on the concept of forward lease. It 
was observed that the approaches taken by the Islamic banks examined to develop the 
products although they are Sharīʿah compliant approved by SACBNM, are actually in-
consistent with the ideal concepts of developing Islamic banking products, namely to 
maintain the economic participation and socio-economic justice. The main approach 
engaged by Islamic banks to develop Islamic banking products is mostly based on debt-
based product, whereby ḥiyal instruments serve the main principle. Ḥiyal are applied 
due to the approach’s ability to circumvent ribā as applied in the conventional banks. 
Although these products can be categorized under makhārij, nonetheless the banks did 
not strongly justify the employment of the method with sound Sharīʿah explanations re-
sulting the products developed seem similar to the prohibited ḥiyal-products. Further-
more, the replicated products of conventional banks that are based on debt financing 
dominate the market as compared to equity-based financing products, which are pro-
moted by Islamic economic theorists.  
It was observed that among the main reason these three banks adopted ḥiyal in-
struments of conventional banking is the risk-averse factor. In this respect, the ap-
proach of ḥiyal is a secured method of ensuring the rates of return of the banks’ in-
vestment. Hence, Islamic banks have to stay away from adding high-risk investments to 
their portfolio, which will endanger their expectation of higher return. In addition, as 
corporate banks in which profitability and positive return are the main objectives, the 
banks have to take into account the interest of their shareholders and depositors that 
demand positive returns quarterly or annually on their investments to the banks. If the 
banks prioritize to offer products based on profit-loss sharing, which are risky, the re-
turns from the products would be uncertainty. This may threaten stakeholders and de-
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positors’s expectation, who aim for positive returns. Therefore, the true objective of Is-
lamic banking as in the theoretical framework cannot be fully realized.  
 
6.2. Recommendations 
 
The study asserts that the innovation process of product development in Malay-
sian Islamic banks must be extensively exercised by the product developers. Product 
development in Islamic banking has to be extended, beyond replicating conventional 
instruments to other methods and techniques. Various ways can be practiced as long as 
the approach is not contrary to the established principles of Sharīʿah. This can be best 
illustrated in the case of parallel forward sale (salam mawazi), whereby the classical 
form of the salam contract has been transformed into this new approach. Under classi-
cal form, only one party will provide a commodity ordered by a new buyer. In the 
modern parallel forward sale (salam mawazi), there are two parties involved in supply-
ing the commodity. The bank will act as the first party; however, the bank as a financi-
er is not a producer of the commodity will not directly deliver the commodity to the 
customer. Instead, the bank will appoint the real supplier or producer of the commodity 
to deliver it to the customer. This innovative and modified contract is able to solve the 
problem of Islamic banks that intend to introduce forward sale in their line of products. 
 The study proposes that the scope of innovation in Islamic banking have to be 
expanded to explore new creative solutions of the critical financial problems faced by 
Islamic banks and customers. The aspects of maṣlaḥah (public interests) and Islamic 
economic objectives must be observed to realize the effective implications of the prod-
uct towards the economic and social compass. Thus, creativity plays an important role 
in product development of Islamic banking because it may produce a product that at 
once conforms to both the customer’s needs and the Sharīʿah precepts. Creativity in 
this respect is different from the innovation. Creativity is a thinking or skill that helps 
generate ideas or the ability to make connections of various concepts that result in ide-
as. It is a skill exercised through the process of innovation. Whereas, innovation is the 
sequential process of identifying problems, needs or opportunities, to generate ideas to 
address the problems, to move from the best ideas to completion of the process, and to 
generate the best values and result from the ideas. 
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 The study recommends that the regulator shall enact the substantive Islamic 
commercial laws, which are purely Sharīʿah-based principles in which they will ad-
dress various Sharīʿah issues of Islamic financial services. It is inadequate for the regu-
lator to pay the attention to the administrative laws, whereas the substantive issues of 
Islamic commercial law are neglected. Consequently, the root problem of Islamic bank-
ing could not be settled and the products will be questioned from time to time by peo-
ple since they are incompatible with the ideal concept of developing Islamic banking 
products. To promulgate the substantive Islamic commercial law, thus, it is proposed 
for the regulator, especially the BNM to enact the resolutions of the SACBNM, as the 
basis and the legal code for Islamic commercial law. The regulator is only required to 
systematize and organize fatwā issued by the council in systematic articles similar to 
the conventional legal codes, statutes, or acts, as practiced in Malaysia. These resolu-
tions can be systematically arranged to form the first Islamic commercial act to serve 
the Islamic banking and finance industry.  
 In order to ensure the transparency, integrity, independence, confidentiality and 
professionalism of the Sharīʿah Advisory Council’s members in deciding Sharīʿah rul-
ings, the member of SAC at the Islamic banking institutions shall maintain the princi-
ples of the professional ethics of codes of conduct to avoid the discrepancy of the ethi-
cal works in deciding any Sharīʿah decision. These principles refer to the attributes and 
characteristics that Sharīʿah scholars must be fully independent in deciding any 
Sharīʿah decisions and responsible for any Sharīʿah decisions that have been made. 
Furthermore, they also must keep the banking information as confidential, discipline 
and qualified personnel, especially post-qualification of Islamic law/ Sharīʿah and Is-
lamic banking. To ensure the implementation of these principles, the regulator also 
shall impose strict implementation of penalty for the Islamic banks that fail to abide the 
Sharīʿah principles. 
For the issue of ḥiyal, this study suggests that product developers in Islamic 
banks shall maintain the consistency between the form and substance of the contract. 
The process of product development shall start with the substance of economic ex-
change of the contract before it is followed with the form i.e., the contract/agreement. 
The consideration of both elements is necessary for the approval of the final product. If 
both are acceptable, then the product is fully Sharīʿah compliant. It is observed that in 
developing Islamic banking products, only the contractual form is taken into full con-
sideration for approval process without considering the substance of contracts. The 
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contractual form is simply a means, and if the means is employed in order to reach an 
illegitimate product, then it is not acceptable. Furthermore, the product developers must 
consistently differentiate between the concept of ḥiyal and makhārij, since both legal 
dispositions are apparently dissimilar. Furthermore, it is recommended for the Malaysi-
an Islamic banks to avoid bayʿ al-ʿīnah concept as a tool for product development in Is-
lamic banking. The main reason of the inappropriateness of the contract is that the con-
tract is seen as a method to camouflage the prohibition of ribā. Moreover, the contract 
has not been proven to contribute to the economic well-being of the society and is still 
ostensibly not free from the tyrannical feature of ribā. Other methods of financing, such 
as mushārakah mutanāqiṣah, parallel forward sale (salam mawazi) or parallel commis-
sion sale (istiṣnā’mawazi) may become viable alternatives. 
To encourage the economic participation among society, thus, the model of Is-
lamic banks must be changed. This ambitious objective only can be realized through a 
model of social capital. The aim of Islamic banks funded through social capital, is dif-
ferent from corporate banks, since the objective of the banks is to assist community in 
society or that based on cooperation among individuals of society that intends to devel-
op a project/activity based on mutual and cooperative system. Therefore, it is reasona-
ble for Islamic banks to widely offer products based on equity and profit-loss sharing. 
In this regard, the objective of the Islamic banks is not only profitability, but to encour-
age the economic participation among the shareholders involved, to realize profits and 
to assume loss collectively in the economic activity. Under the model, the shareholders 
have to be prepared in case of losses are incurred in the course of the economic activity 
that they engage in. To ensure the transparency and integrity of the capital is utilized, 
Islamic banks are responsible and accountable to report their economic activities annu-
ally or quarterly. Under this model, the objective of Islamic banking of achieving the 
socio-economic justice and economic participation among the society could be materi-
alized. However, the objectives of Islamic banks will not be achieved under the corpo-
rate model adopted by the current Islamic banks. Under the current model, Islamic 
banks are regarded as individual or corporate entities that aim to satisfy their personal 
achievement, profitability, and satisfaction. This is contrary to the proposed Islamic 
bank’s model by the Islamic economists that is based on a communal unit, which aims 
to assist members in the society.  
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6.3. Contributions 
 
 Having discussed the main findings and solutions of the issue, there are several 
contributions of the present study, especially to the research of product development in 
Islamic banking. Firstly, the study deeply delved into the theoretical framework of 
product development in Islamic banking, especially on the approaches to developing Is-
lamic banking products from the Sharīʿah perspective. In addition to the many studies 
that have been done, the present study offered valuable and beneficial information on 
the conceptual framework of product development from the Sharīʿah perspective. The 
basic comprehension of this conceptual framework of product development is essential-
ly imperative to analyze further the application of product development in real practic-
es. Secondly, the study critically examined some challenges of the legal and regulatory 
issues faced by Islamic banks in developing Islamic banking products. By exposing 
some of the issues, it is hoped that this will assist the practitioners to comprehend the 
nature and constraints in developing a product that is consistent with the Sharīʿah and 
the Islamic economic principles.  
Furthermore, the study offered a comprehensive examination of the issue of 
ḥiyal that becomes a complex matter in developing Islamic banking products. The 
study specified useful information concerning the extent to which ḥiyal can be applied 
to product development in Islamic banking. The study also consolidated various opin-
ions on ḥiyal and to define the term meticulously, the differences between ḥiyal and 
makhārij in Sharīʿah and Islamic banking were discussed. Finally, the study examined 
three case studies in order to illustrate some examples on how Islamic banks may struc-
ture their products and to identify some key Sharīʿah issues involved in the products. 
The illustrations may provide beneficial information for the Islamic bankers and points 
to the need for more attention to the aspect of the Sharīʿah issues, features, structure, 
and design in developing Islamic banking products. 
 
6.4. Future Research  
 
   Despite the researcher’s utmost effort to provide inclusive, reliable and signifi-
cant investigation on the topic of product development in Islamic banking, undeniably 
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the study has experienced several limitations, which may be regarded as research gaps 
for future research. Firstly, the research employed qualitative method, which studies 
from the perspective of Sharīʿah. Furthermore, the sources are limited to examine offi-
cial documents issued by the regulator, acts and statutes related to Islamic banking, le-
gal documents, news, internet sources, practitioners’ papers, and journals. This study 
can be improved and expanded by employing other methods, such as quantitative or 
mix methods between qualitative and quantitative methods. The future study also may 
utilize other sources, such as interviewing key personnel or figures engaged in the pro-
cess of developing Islamic banking products; such as the regulators, Sharīʿah advisors, 
product developers, or risk management’s officers. The involvement of these key fig-
ures, probably may contribute new insights into product development in Islamic bank-
ing. With respect to time span, this study only utilizes data and information obtained 
from October 2010 - October 2013. The findings of the research may be more vigor-
ous, if the data is expanded, for example since the establishment of Islamic banks. Fi-
nally, this study has limited the scope of research to the Malaysian Islamic banking 
context, therefore it could not be generalized to other regions or countries that have dif-
ferent approaches and legal systems that influence and influence the process of product 
development. Despite it has many constraints and limitations, the present study estab-
lished evidences on the concept and issues related to product development in Islamic 
banking in the context of the Malaysian Islamic banking. It also contributed to the ex-
isting literature by providing rich literature works as well as real case studies on prod-
uct development in Islamic banking. Therefore, this research stands out beyond the su-
perficial understanding or theoretical assumptions of the issues investigated. 
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